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SOME ADVANTAGES OF LETTERS OF CREDIT 


O MODERN development in commercial law is more 
N striking than that of the letter of credit. True, it is 
hardly accurate to call the commercial letter of credit 
(or, as the student of finance views it, the “banker’s credit”) 
modern. One finds traces of it in the books through at least a 
hundred years. On the other hand, its real importance in law (as 
contrasted with its importance merely as a commercial and 
financial device) dates from the war. And a fortiori its interest 
to American lawyers. For the commercial credit takes its origin 
in foreign trade, and the financing of foreign trade by American 
bankers was hardly a factor of importance before 1914; indeed, 
only since the Federal Reserve Act have accommodation ac- 
ceptances become legally available to our bankers. 

But the meaning of the commercial credit in the life of the 
mercantile community and in the world of short-term finance 
cannot be valued on the basis simply of the cases which in express 
terms deal with letters of credit. Those cases have indeed been 
striking. Since 1914, especially since the price decline of 1920, 
they have ripened like wheat to the harvest, and to a proud har- 
vest. Their results are a signal monument to the adjustability of 
common law institutions to new demands, to the essential com- 
mon sense of courts, both in this country and in England. Within 
that short span of years the courts were confronted over and 
over again, from ever novel angles, by a device with which even 
the bankers were still struggling to become familiar. The courts 
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rose to the challenge. They shaped new law with surprising 
rapidity and consistency. They shaped it with even more sur- 
prising sensitivity to the needs of the situation. Not in isolated 
instances, but repeatedly, they showed a group wisdom often ex- 
ceeding that of the business community whose institutions they 
were called on to sanction or reject. The novelty of the emerging 
problems is attested first of all by the time which elapsed between 
Hershey’s pioneering article and Macurdy’s incisive analysis of 
the problem of irrevocability; second, by the fact that all three 
papers of the latter author confined themselves substantially to 
that single problem; third, by the fact that bankers and courts 
alike in the early litigation of 1920 and 1921 had no thought for 
any problem but that of establishing the absolute independence 
of the banker’s contract from that between buyer and seller. 
The extent to which commercial and financial practice was still 
groping in the matter comes out in the results of Dr. Edward’s 
inquiries among bankers and in Ward’s masterly discussion of 
the movement toward unified practice and its background. And 
yet none of these writers, nor even Furniss, in his brilliant expo- 
sition of the functions of the letter of credit, seems to me to have 
set forth the bearing of that institution in its full perspective. 
And indeed, this was inevitable. It takes the accumulated 
thought of the successive writers, it takes the accumulated ex- 
perience which the hitherto unceasing procession of cases has 
revealed, to suggest even the outline of that perspective. Our 
understanding of the whole is yet far ahead. But already we can 
begin to see that we are dealing with one of the most significant 
phenomena of modern commerce. 


THE PLACE OF THE LETTER OF CREDIT IN THE RELATIONS 
BETWEEN BUYER AND SELLER 


During the sweeping movement from the cash-and-carry 
market of the horse trade, of Cheapside or the early Bowery, to 
the nation-wide and international market of modern trade, our 
institutions developed with singular consistency in one direction: 
that of shifting an increasing number of burdens off the buyer’s 
shoulders and on to the seller’s. Factual burdens and legal bur- 
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dens moved together. Caveat emptor as a formula is with us still, 
but with us as a hollow echo of another age.* What follows sug- 
gests that there is in many places room still for the policy that 
echo calls to mind. But room not in general, only in particular; it 
is a problem of correcting, here and there, the exaggerations which 
always occur when an outworn policy goes down before its op- 
posite. 

The shift grew, of necessity, from dealings that extended 
over space and time. Once the seller undertook to ship to a dis- 
tant market, he found on his shoulders first of all the risk of 
unknown glut at destination, and consequent price decline. He 
carried the risks of factorage, including the possible insolvency 
or bad faith of his factor; including, too, the trend of the law 
under factors acts, under the modern law of negotiable bills of 
lading and warehouse receipts, under section 20 (4) of the Sales 
Act, all driving in the direction of increasing these, the seller’s 
risks. Meanwhile, the practice of manufacturing for an expected 
market left with the seller all the risks of failure to find a buyer, 
all those of the turn of the business cycle. The development of 
credit terms, long or short, and especially the use of credit ex- 
tension as a tool of competition, threw on the seller the credit 
strain during the period of resale by his buyer; the risk of the 
buyer’s bad faith in contesting bills, or in making away with the 
goods without payment; the risk of the buyer’s honest or even 
fraudulent insolvency. 

More recently various devices have been developed either 
to shift these risks or to reduce them. The practice of manufac- 
turing only against existing contracts is one obvious example. 
Nation-wide development of credit information as evidenced by 
Dun’s and Bradstreet’s services; the growth, in the larger con- 
cerns, of credit departments which can put some check upon 
the enthusiasm of salesmen; indeed, in more modern times, the 
practice of local or trade credit exchanges, are further instances. 
The law, in part, has followed suit: vide the Bulk Sales Acts; but 
even more that part of the law which offers men freedom to shape 
their bargains as they will. The sweep of the credit market has 


* Despite Heilbut, Symons & Company v. Buckleton (1913), A. C. 30. 
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carried with it the extension of the seller’s obligations as to qual- 
ity from the rule of Chandelor v. Lopus and Parkinson v. Lee to 
the comprehensive obligations imposed by the Sales Act. 

In part this has been met by the introduction of form con- 
tracts, with limited warranties, and by vigorous attempts to 
limit the salesmen’s powers to give warranties which go beyond 
the form. The practice of buying on specification shows definite 
signs, under Sales Act, sec. 15 (4) and the corresponding com- 
mon law rule, of going far to scythe down the seller’s lush obliga- 
tion to provide goods fit for known purposes. Meanwhile, the 
risk subsequent to delivery, that the buyer will take the goods 
and fail to pay, has, at least in the case of retailers, been dis- 
tinctly limited by the widespread Bulk Sales Act. More, it has, 
in some quarters, been partially eliminated by the introduction 
of shipment C.O.D. or cash against order bill of lading, per- 
mitting inspection on arrival. The additional risk that the buyer, 
on inspection, will improperly reject, leaving the goods open to 
his attachment in an action for seller’s breach, brought and tried 
before a local and prejudiced forum, has been met first by the 
practice of discounting the draft so that the seller’s bank be- 
comes the owner both of the goods and proceeds; and further, 
by insistence on cash against documents before inspection—the 
situation notably in c.i.f. contracts. But here, as in the early 
development of the credit market, as in the earlier develop- 
ment of order bills of lading, courts operate under the influence 
of the older point of view, and often fail to give the seller’s 
protective device the effects which he had hoped: so notably 
those cases which regard the bank’s power to charge the item 
back as evidencing a mere agency for collection, not as a pro- 
tective purchase or pledge of the documents. Nor should it be 
lost sight of that cash against bill of lading (with or without prior 
inspection) is a type of transaction found chiefly in the case of 
agricultural produce moving to a central market, and almost not 
at all in the case of manufactured commodities moving from a 
central distributing point toward the consumer. Automobiles 
are an exception notable for its uniqueness. And documentary 
practices of the c.i.f. sort are still limited largely to overseas 
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trade. So that in our domestic trade, while we find numerous 
signs of a reaction against that constant expansion of seller’s 
risks and burdens which was the work of the nineteenth century, 
those signs remain spasmodic and leave sales between dealers, 
and especially between dealers in manufactured commodities, 
but little touched. 

All these risks and more can, it is true, be met by putting the 
buyer wholly into the seller’s hands, as by demanding cash with 
order. But the difficulties of this are twofold. In the first place, 
it amounts not at all to a reduction of risks, but only to shifting 
of the entire set from seller to buyer. In the second place, it 
throws upon the buyer a burden of raising cash which is out of 
line with our credit structure, and which, moreover, affords a 
banker who might be willing to finance the buyer no guaranties 
or security whatever, either against the seller’s bad faith or 
against the buyer’s insolvency. The commercial letter of credit 
is open to neither of these criticisms. It offers postponement of 
payment until the expected period of resale has elapsed; it 
offers distinctly worth-while security to the banker who does 
the financing; and at the same time it assures the buyer at least 
that shipment will be made before his definitive obligation is in- 
curred. Flexible, many-sided, efficient, cheap, it lies between the 
absurdities of the caveat emptor fetish in the modern market and 
the exaggerations of the fetish-breakers. To the seller it offers 
protection not otherwise available; but when used with care it 
offers that protection at no undue burden to the buyer. Its net 
effect is to reduce risks as well as shift them. And to the public, 
as appears later, it offers for that reason the benefits of sounder 
(and therefore cheaper) mercantile credit and—a point often 
overlooked—insurance against one of the most vicious aspects 
of hard times under the prevailing system: the roll-up of credit 
stringency from ultimate buyer back through the whole chain of 
selling institutions. 

The peculiar services of the commercial letter of credit to 
the seller come out most clearly in the case of foreign trade. 
There the need was greater; there the device quite naturally took 
its origin. A discussion of that extreme case may therefore be 
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illuminating. But it must not be forgotten that everything said 
in such a discussion applies with considerable force to domestic 
transactions, to any intercity transaction at home. Not, to be 
sure, with equal force. Yet with force enough. With force 
enough—as the cases show, and as inquiry among bankers shows 
more clearly—to bring the letter of credit into use in domestic 
trade from time to time. This one must welcome; one must hope 
for its extension. I should be slow to argue that, in the present 
state of American institutions, the mere cheapening of credit 
would be a boon. But to make credit first, sounder, and second 
and only therefore cheaper, is an advantage too obvious to need 
discussion. 

There is yet no adequate machinery of credit information 
available in the foreign field. The risks, therefore, of dealing with 
a buyer who is not established, or who is not a known old cus- 
tomer, are peculiarly great. In the first place, he may cancel an 
order during or immediately after the process of manufacture, or 
(in the case of a seller who is not a manufacturer) after purchase 
to fill the order. In the second place, he may reject the goods on 
arrival, irrespective of whether or not the bill of lading is with- 
held until inspection, and may then use the seller’s necessity as 
a means of bargaining for a downward adjustment of the price. 
For it is clear that the seller then is under heavy pressure to get 
the goods off his hands. He has already incurred shipping ex- 
penses; his goods are in a foreign market, to him largely un- 
known; and his only remedy is in a distant, foreign, and perhaps 
prejudiced court, and must be sought through attorneys whom he 
neither knows nor trusts. Moreover, credit terms in foreign 
trade are typically long, and the absence of credit information 
referred to before makes the buyer’s acceptance, even when ob- 
tained, no safe assurance of ultimate payment. Finally, the 
period of transit is long, as well as expensive. And those unfore- 
seen changes in the market from which commercial disputes 
flower, and which are also a potent source both of fraud and of 
buyer’s insolvency, are likely to occur without notice during the 
period of transit; when found, their fruit is trouble, even where 
a buyer was originally acting in good faith. Meantime, the seller 
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is waiting for his money. His credit is strained during the proc- 
ess of manufacture, is strained again during the period of ship- 
ment, is given the final fillip while waiting for payment of a four 
month’s acceptance. 

Other devices there are to meet some of these risks. The 
telegraph has given stoppage in transit a new importance in 
overseas trade. The order bill of lading in most countries is 
effective at least to assure a promise of payment in documentary 
form before the goods are surrendered; and it offers the seller’s 
bank collateral (at least pending acceptance) with which to re- 
duce, not the credit strain upon the seller, but the cask needs of 
current financing. Such a discount also typically overcomes any 
risk of attachment of the goods in an action by the buyer. But 
there is here no protection against initial cancellation, no protec- 
tion against improper repudiation on arrival, and no protection, 
after the goods have been put into the buyer’s hands, against his 
insolvency. The attempt to withhold control of the goods until 
the acceptance matures has, in the main, except in England, been 
found commercially impracticable, since the buyer requires their 
use and sale in order to meet his payment—dquite apart from the 
competitive difficulty of insisting on this device where it is not 
usual. (And, it is worth remembering, a buyer’s banker may in- 
sist on security with impunity, where a seller asking the same 
thing would give offense. ) 

In contrast, the letter of credit gives a banker’s responsibility 
both that there will be no repudiation and that the price will be 
met when due. I speak of the irrevocable type of banker’s cred- 
it. That type of credit also gives an immediate financing possi- 
bility and gives it as early as the period of preliminary manu- 
facture. And it is to be noted that whereas formally the use of 
that possibility entails credit strain upon the seller, yet in fact 
that credit strain is immensely reduced, for the chief reliance 
of any banker who makes advances against pledge of a letter 
of credit is, and will remain, the responsibility of the bank which 
stands behind the letter. It is not only from that bank that pay- 
ment is expected in the first instance—as is true of any buyer’s 
acceptance discounted for a seller; but payment is expected from 
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that bank with something approaching certainty—as is dis- 
tinctly not true of the buyer’s acceptance. The credit problem 
as to the seller becomes one largely as to whether he has taken 
on more than his manufacturing or selling facilities can carry in 
terms of output, a problem of production technique, not one of 
how far he is financially extended, a problem of financial organi- 
zation. It is the latter, not the former, which is the true aspect 
of credit strain. 

At the other end, the credit strain does of course devolve 
upon the buyer. But here two things are to be noted. The first, 
that by the use of the trust receipt a reasonable modicum of se- 
curity may be retained by the buyer’s banker even after the 
goods are in the buyer’s hands, and a fortiori, under the English 
practice of holding the raws in warehouse subject to the banker’s 
order and permitting withdrawals only in such quantities as are 
represented by present payments (anticipations) from the buy- 
er. And the second point is that the buyer’s ultimate payment 
of his obligations to his banker is subject to fewer contingencies 
than is the seller’s payment of obligations to his banker. For the 
buyer is much closer to the ultimate purchaser for use, on whom 
normal liquidation ultimately will depend. Moreover, the buy- 
er’s circumstances have been subjected to examination by a local 
banker on the basis of the closely familiar local conditions of the 
buyer’s business; whereas the seller’s banker, irrespective of 
how much he knows of the seller, must of necessity gamble (in 
the absence of a letter of credit) on the possibility that the seller 
may fail to realize his outstanding accounts due from distant 
and unknown buyers operating in distant and unknown circum- 
stances. It is this type of factor which gives point to the argu- 
ment that the letter of credit serves the public by reducing risks 
as well as shifting them. 

But the picture of the corresponding burdens on the buyer 
entailed by the protection of the seller must be faced in more 
detail. It is not only the shift of credit strain. It is the seller now 
who is able to cancel in bad faith before shipment and leave the 
buyer high and dry. But observe that this is not a risk attribu- 
table to the letter of credit per se; it would exist equally without 
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the letter. Still, by the letter the buyer has been barred from 
such anticipatory repudiation; the seller, not; the buyer’s prom- 
ise has been given factual, well-nigh certain sanction; the seller’s 
has behind it nothing but his business honor and the pressure of 
the law—weighty enough, in untroubled times, but both so du- 
bious in the pinch that we contrast them with “security.” More, 
and worse: the seller may ship doubtful goods; they may be less 
than contract quality; they may be bad or worthless; they may 
be sand for sugar, salt water for salt cod—as has occurred. The 
buyer’s bank will pay against the documents if fair on their face; 
once the bank has innocently paid, the buyer will be forced to 
reimburse, whatever the seller’s fraud. Hardship. Apart from 
bad faith, there is the lesser risk of negligent mistake in the na- 
ture of the goods; this time it is the buyer who must seek re- 
course in a foreign tribunal, carrying the risks and expense of 
proof at a distance, through unknown counsel, and under local 
prejudice on the part of triers of fact and law. There is, more- 
over, the risk that the seller may go insolvent or conceal his as- 
sets before the buyer can get a judgment or levy execution under 
it. The seller has the money; the buyer has a remedy at law. 
Finally, the risk of the dropping market rests on the buyer. But 
this last, while an intensification of the situation, is again hardly 
a trouble attributable to the letter of credit itself. It rests upon 
the buyer, not by virtue of the letter, but by force of contracting 
to take good: at a price. The letter, however, forces him to settle 
up. In a mercantile sense, therefore, as mentioned previously, it 
puts on him an added risk. He must perform his contract irre- 
spective of business conditions; he cannot use the seller’s trou- 
bles as a means of forcing a commercial adjustment of an un- 
profitable deal. 

But to stop here would be to set one extreme against the oth- 
er, with no eye to intermediate gradations. There are devices 
aplenty which offer any buyer with intelligence to use them a 
means to meet, to a very considerable extent, one or more of the 
risks before set forth. He can require the seller to post a cash 
guaranty that shipment will be made. That will cover the risk of 
breach by cancellation. In the second place, he can, in the case 
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of many commodities, especially such raw materials as are ca- 
pable of grading and inspection, require as a condition of pay- 
ment under the credit that the seller present certificates of 
weighers or graders as to the quantity and quality of the com- 
modity. There is no protection to be had here against the more 
objectionable forms of fraud, and little in the case of unstand- 
ardized commodities such as typewriters or automobiles; but 
there is always something, and for many commodities a great 
deal of protection. Finally, the buyer can demand that the letter 
of credit be limited to some fixed percentage of the price, say 
75 per cent or 50 per cent; which, as to the balance, leaves him 
both with a reasonable margin to allow for ordinary defects in 
goods, and even with a certain bargaining power re price adjust- 
ment in the event of price decline. To sum up, then, the letter of 
credit offers a means hitherto unsurpassed, for distributing equi- 
tably, instead of lopsidedly, the risks of buying and selling in a 
credit market. Not only this, but its machinery is sufficiently flex- 
ible to permit the allocation of those risks in any desired fashion. 
For instance, the revocable credit (or authority to pay) covers 
the seller against risk of shipment and all risks arising thereafter, 
but gives him no coverage as to cancellation before shipment. 
Cash against documents, whether the credit be irrevocable or no, 
covers the seller against all risks of shipment, but leaves out of 
account the financing of the buyer during the period of expected 
resale. The irrevocable acceptance credit covers all three phases 
of the matter, and yet is open, as indicated, to a number of modi- 
fications which keep the buyer from putting himself wholly in 
the seller’s hands. 

But this relation to the market for goods covers only the one 
part of the function of the device. There remains the question 
of its services to mercantile finance. 


THE PLACE OF THE LETTER OF CREDIT IN SHORT-TERM FINANCE 


This aspect of the banker’s credit has been the center of 
most economic discussion of the subject hitherto, and has been 
so ably treated by Furniss and by Ward as to leave me little to 
add; that little, moreover, is indicated in what has gone before. 
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But it is perhaps worth while for the sake of completeness to call 
to mind the salient points. 

There is no need to rehearse the advantages which the trade 
acceptance as an instrument of sales finance has—at least in 
theory—over either assignment of book accounts, assignment of 
and advances against specific invoices, or single name paper of 
the seller. But it is vital to observe that the objections which 
have been raised to the trade acceptance fail, one and all, to 
touch the letter of credit. ' shall mention only one, and that the 
most vital: that the trade acceptance tends (by virtue of its 
two-name character) to lull the seller’s banker into false re- 
liance on an acceptor whom he does not and cannot know. If 
that acceptor, however, is a known banker, any notion that the 
acceptor’s name does not strengthen the paper blows gently 
down the wind; and one has the added factual security afforded 
by the legal limitations on the amount of a banker’s acceptance, 
both in toto, and for any single customer. 

One is more concerned with the outstanding difference which 
the letter of credit shows against every current method of cur- 
rent finance save one. In common with borrowing by the buyer 
from his banker, and the buyer’s then using the loan to take his 
cash discount, the letter of credit involves financing primarily 
from the buyer’s end.’ On the other hand, trade acceptance, or- 
dinary open account (the seller meanwhile borrowing on his sin- 
gle name paper), assignment of accounts, assignment of invoice 
on shipment, and advance against or discount of documentary 
draft (sight, in most domestic trade; time, in most foreign trade) 
are all alike in financing from the seller’s end. On the seller rests 
the primary credit strain. His credit standing is the primary 
measure of the banker’s loans. The paper received is only col- 
lateral. Its liquidation relieves the seller’s credit, retires his 

* Automobile finance, as respects the manufacturer, is substantially on a let- 
ter of credit-trust receipt basis. It is the outstanding domestic example. But it 
has not progressed to the final phase of using a finance company’s acceptances 
instead of cash payments against the bills of lading. It would be illuminating to 


discover how far this is accident and how far due to assignable needs of the 
situation. 
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debt. He and his circumstances are the center of the banker’s 
attention. 

From which flow consequences. The paper commands a 
rate of discount which reflects mercantile, not banking, risks; it 
is, relatively, an expensive form of credit. And for a reason. Its 
payment is subject to all the contingencies of unknown, distant 
buyers. Let the market break, and the buyers’ failure to resell 
means their failure to pay; their failure to pay means that the 
seller fails to meet his obligations—and so on back. Retailers’ 
troubles bring on jobbers’; jobbers’, wholesalers’; wholesalers’, 
manufacturers’. The credit stringency rolls up; each insolvency 
threatens to bring on others—and since each seller’s financing is 
dependent for liquidation on his buyers, there is neither halt nor 
help. 

Contrast the situation under the letter of credit. Let the 
market break: the only parties involved will normally be the 
buyer and the buyer’s bank. All sellers back of the transaction 
out of which the banker’s credit originates will get the benefit 
of liquidation; the stringency does not roll up; indeed, there is 
a needed and welcome period of easing off which makes contrac- 
tion of current finance a possibility. And between the seller (and 
those who sold to him) and the possibility of trouble stand the 
financial resources, not of a buyer who is dependent on the mar- 
ket in a single field, but of a banker whose interests are more 
varied, and who may be hoped, by temperament and training, to 
have allowed himself less extravagance of extension than a mer- 
cantile entrepreneur. 

Nor is one wholly dependent for this difference in credit* 


* This is not a discussion of the theory of credit; hence it is unnecessary 
here to take nice distinctions in terms. But it may be noted in passing that most 
writing in the field suffers some confusion and considerable conflict over unreal 
issues because of failure to keep such distinctions in mind. It is obvious, for 
instance, that the fundamental fact of credit is credit giving—by someone giving 
up or foregoing some present advantage in reliance on some other person’s prom- 
ise of equivalent future performance. Back of this fundamental fact lies credit 
motivation: What induces the credit giver to give credit? This is often spoken 
of as the “basis” of credit. But in this aspect the motivation is obviously in 
terms of appearances, and of the credit giver’s expectations—which may have 
nothing to do with the facts. Whether (and why) the credit giving is really 
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soundness on the hypothetical (though normal) make-up of the 
banker. The nature of the credit extension affords additional 
guaranty. The question goes here to that extension of credit to 
the buyer on which the initial possibility of roll-up turns. And 
the distinction is between seller and banker as credit-givers. A 
given seller may conceivably be as good a judge of credit stand- 
ing and credit soundness as a banker. But it is not his business; 
his business is the creation and satisfaction of demand—for prof- 
it. The profit lies in the merchandising, not in the credit-giving. 
Indeed, the latter is more than likely to figure as a source of 
losses. It has been mentioned before that the seller is in no posi- 
tion, normally, to judge the buyer’s circumstances with the keen- 
ness of the buyer’s banker. It needs to be said here, further, that 
the seller has no interest to make him use that judgment as care- 
fully, if he had it to use. He wants to sell. He can take a chance 
on credit. His margin of profit is wide enough to absorb some er- 
rors of credit judgment. Not so with the banker. His margin of 
profit is low; he cannot risk losses. He extends credit with an 
eye as nearly single to safety as human institutions will allow. 
He is trained and spurred to that one item: safety. Often ill- 


sound, looks ahead from the crucial point of credit giving, and raises ex post 
facto a purely historical question: Did the credit-taker perform, and what re- 
sources did he in fact call on for his performance? Until the time for liquidation 
has come, true soundness and the true basis of ultimate liquidation are undeter- 
minable; they are matters of judgment and of probabilities. In this aspect too, 
much is written about the “basis” of credit. A relation to the other question of 
why credit-givers extend credit is obvious; but that the problems are not the 
same needs no argument, for the latter problems (of credit extension) involve 
the additional distortion of the facts by way of the credit-giver’s ignorance, 
optimism, etc. 

Beyond all these questions is the further one of credit as a medium of ex- 
change. In dealing with this the terminological approach is commonly reversed, 
and the promise is spoken of as credit; a natural enough outcome of study via 
the traditional approach of “money and banking,” but one which threatens 
with dire confusion the whole problem of basis of credit, whether in regard to 
credit extension, to credit standing, or to ultimate liquidation. 

Finally, “credit” is used to denote credit instruments, and the present dis- 
cussion has been led or misled into making letter of credit, commercial credit, 
and banker’s credit more or less interchangeable terms. They are of course not 
interchangeable; abundant instances exist where discrimination is necessary, 
though it is not for the purposes here in hand. 
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trained, and often stubbornly unheedful of the spur, but to no 
such measure as a seller of goods. 

Hence the argument that the letter of credit makes for sound- 
er credit extension to the buyer, in addition to placing the inci- 
dence of the credit risk much further down the line, seems hard 
to escape. The argument means in brutal result less business, if 
the letter of credit becomes the credit system. But the business 
which is eliminated is precisely that which has no business being. 

Remains the third vital matter. Not merely is the buyer’s 
promise sounder, but the seller is not driven to rely upon the buy- 
er’s promise at all. He—and, if the drafts under the letter be time 
drafts, the purchaser from him—relies upon a banker, not a 
buyer. The point is trite, but important. For Dun’s rating is sub- 
stituted a banker’s solvency; by application of one bank to an- 
other, a metropolitan banker’s solvency; where necessary, by 
confirmation, the cumulative solvency of two bankers. A fur- 
ther, obvious, specialization in institutional structure. A cheap- 
ening of credit, a widening of the credit market, by virtue of re- 
ducing risks. A toughening of the whole credit structure. It is 
not for nothing that bankers speak of “discounting” a buyer’s 
note or acceptance, but of “purchasing” bankers’ acceptances. 

It seems strange that this device should be so little used at 
home, that it should be found chiefly in the dealings of shoe- 
string cattle buyers, or of twenty Italians clubbing together to 
get a carload of wine grapes from California, and that it should 
be found encumbered with the phraseology and occasionally with 
the uncommercial technicality of the law of guaranty. The ac- 
ceptance feature can of course develop only with an acceptance 
market; and one name paper, along with its greater risks, con- 
tinues to produce a greater immediate return to bankers. Sooner 
or later, however, business pressure must force movement toward 
the line of lesser risks. When that time comes, the letter of credit 
is at hand, no longer an experiment, no longer a legal uncertainty. 
Its possibilities in risk and dispute elimination, moreover, have 
only been tapped. I will mention but one more. At any shipping 
point where important quantities of a single commodity are 
shipped, and where the letter of credit is in use, commercial pres- 
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sure develops toward the employment of an inspector to repre- 
sent either buyers or banks, or both, and to produce certificates 
of quality and packing as conditions to payment. What this 
means in obviating that most vexatious and uncertain of litiga- 
tion—whether bad condition of goods on arrival was due to seller 
or to transit—speaks for itself. 


THE PLACE OF THE LETTER OF CREDIT IN THE LAW 


On the legal-technical phase of the subject a word needs to 
be said. As is likely to be the case with any emerging institution, 
the letter of credit is backed, bounded, overlapped, by other in- 
stitutions new and old. In one aspect it flows into the law of con- 
tracts, especially the doctrine of consideration, and more partic- 
ularly those special phases of consideration which mark the law 
of bills and notes. Here lay that paper of Hershey’s which plays 
the same part in the law of letters of credit as does the Brandeis 
article in the law of privacy; here Macurdy exhausted the possi- 
bilities of existing legal theory in support of irrevocability. For 
the moment there seems in that aspect little more to say. I per- 
sonally am persuaded that no existing theory will suffice unmod- 
ified to explain irrevocability in all its aspects; that the courts 
will from time to time take whatever theory suits the need of the 
moment; and that in another twenty years we shall have a spe- 
cial doctrine of consideration in letters of credit, as firmly fixed 
and as peculiar as that now found in some phases of negotiable 
paper. But that is guesswork. 

In another aspect the law of letters of credit plays into the 
doctrines of virtual and extrinsic acceptances. And here Dr. 
Finkelstein—at a peculiarly happy time, in view of the pending 
modification of the Negotiable Instruments Law—has contrib- 
uted as fine a study as one will readily find.* 

In still another aspect lie the perplexing interrelations of the 
letter of credit and the law of sales, evident peculiarly in the 
phrases of conditions and of damages under the letter of credit. 
It is a happy thing that the studies of Gortein, and especially of 
Kennedy, in the hitherto neglected matter of c.i.f. contracts ap- 


* Finkelstein, Legal Aspects of Commercial Letters of Credit. 
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peared in time to be drawn into comparison with Dr. Finkel- 
stein’s discussion of conditions. Mutual illumination results. 
Needed illumination, for c.i.f. contracts are still as far from be- 
ing understood in their full bearings as in the many-sided subject 
matter of the present work; yet every step toward that under- 
standing is full of light for the law and practice of the bankers’ 
credit. Dr. Finkelstein has begun the study of the interrelation, 
and begun it well, so well as to call forth the hope that at a later 
time he will develop it at length. Meantime, in the question of 
damages, he has broken new and fertile ground; and in his treat- 
ment of conditions under the letter he stands without a rival. 

There is yet another field of law, of which we know as yet al- 
most nothing, and yet on whose development some phases of the 
law of letters of credit may yet come to depend; not, to be sure, 
of formal letters of credit, but of those informal credits opened 
by telegraph and informally advised which serve substantially 
the same purposes and should be similar in their results. I refer 
to the law of third (and fourth) party deposits: “Herewith 
$5,000, which place to the credit of A,” with all its variations. 
Here the courts in the few cases before them have shown little of 
that sensitivity to commercial needs which has marked their ac- 
tion in the more developed field. One hopes that if that con- 
tinues the law of letters of credit will maintain itself in its present 
independence—whatever a critical study of foreign banking 
might offer to the contrary. And if it does, no small portion of 
the merit will belong to Dr. Finkelstein’s cogent presentation 
and analysis of the law of the subject and its rationale. 


K. N. LLEWELLYN 


°Cf. also r Williston, Sales (2d ed., 1924), secs. 280 ff. 2 ibid., secs. 5900 f., 
and the writer’s note in (1923) 32 Yale Law Journal, 711. 











SOCIAL AND ECONOMIC ASPECTS OF INSTALMENT 
BUYING 
HE general plan of distributing certain selected types of 
goods to buyers under a plan of deferred payments has 
been indorsed by experts as being, within reasonable limi- 
tations, economically sound. The recent voluminous report of 
Professor Seligman of Columbia University on The Economics 
of Instalment Selling may fairly be said to have set at rest any 
previous doubt as to the fundamental economic soundness of 
the plan. There is now every reason for believing that the instal- 
ment plan of paying for selected types of commodities will be- 
come a permanent factor of our complex marketing system. 
Nevertheless, it must be frankly admitted that the plan has 
scarcely evolved as yet from what has aptly been termed its 
frontier conditions. This means that it must still be analyzed, 
studied, and discussed in all of its interesting and elusive aspects 
before instalment selling will be sold 100 per cent to the thinking 
American public. It is our purpose here to consider some of the 
more important social and economic features of the plan. 

It was not so very long ago—a decade or two, perhaps—that 
the relatively few who bought goods on the instalment plan were 
peculiarly reticent regarding such purchases. The person who 
became a party to a transaction whereby goods of considerable 
value, a piano, let us say, came into the household when only a 
small fraction of its purchase price actually had been paid, was 
inclined to say little or nothing about it to friends and neighbors. 
One might lose the esteem of his fellows, it was tacitly assumed, 
by pretending, as it were, to be able to own things above his reach 
for spot cash, which, though in his possession, really belonged 
to someone else. In a word, to buy on the instalment, or deferred 
payment, plan was not as yet the well-recognized thing to do; it 
had not become, as the late Professor Sumner might well have 
said, a part of the mores of the times for the rank and file to buy 
in this then rather questionable manner. Of course, we do not 
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use the word “questionable” as applying to the business aspects 
of the transaction, but solely as regards the possible effect upon 
the purchaser as a member of the social group if the terms of the 
transaction leaked out. 

As a matter of fact, until a comparatively short time ago, 
purchasing on this plan was not open to the rank and file of 
householders. It was confined almost exclusively to that limited 
number who were known to have a goodly bank balance and 
who, consequently, were eligible for almost unlimited open ac- 
counts at the stores. For the great army of householders and 
other independent buyers, the securing of goods on a deferred 
payment plan, if not actually denied, was sparingly allowed. 
The comparatively few not possessing the necessary bank bal- 
ance, who, because of other qualifications, were thought eligible 
by agents as instalment purchasers, took advantage of the credit 
thus offered them more or less haltingly, for the reason we have 
mentioned. 

But the last two or three decades have wrought great changes 
in our ways of doing things as well as in our ways of looking at 
them. One of the changes that has had a very important bearing 
upon the general subject under consideration here is the vast 
expansion of credit which characterizes our present-day business 
methods. Upward of go per cent of the business in countries that 
have caught the quick pace of so-called modern progress is fi- 
nanced, it is said, not on a cash, but on a credit, basis. One fea- 
ture of our great expansion of credit in the retail trade is the open 
account system at the stores. Another is the highly systematic 
plan of negotiating a purchase and sale by paying so much down 
and so much more at regular intervals until the commodity is 
paid for and title transferred to the possessor. This is, as every- 
body knows, the essence of the instalment plan of buying and 
selling. 

Nowadays it is almost as hard to resist the numerous offers 
of credit in one form or another as it previously was difficult to 
secure them. Having in mind now only that feature of the credit 
system which is represented by. the instalment plan, it is fair to 
say that practically anybody can buy any one of a considerable 
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variety of goods by paying a certain number of dollars down 
and agreeing to pay a specified sum at regular intervals until 
payment has been made in full. Moreover, instead of the prac- 
tice being looked upon more or less askance, as formerly, it is 
now regarded as quite the proper thing to do. This is because in- 
stalment buying has become a part of the mores of the present 
day. 

Coming now to a consideration of the phenomenon of instal- 
ment buying in its economic aspects, we would note that it is one 
phase of the management of personal income. We shall assume 
it to be a fundamental principle that every thinking individual in 
utilizing his income, whether it be large or small, is interested in 
securing, in the long run, what by him is understood to be the 
maximum advantage from his expenditures. A thoroughly shift- 
less method of getting rid of one’s ready cash is the exception, 
and not the rule. The rank and file of buyers are vitally con- 
cerned in maintaining as high a standard of living as is consist- 
ent with their various viewpoints upon life and with the income 
available. John Doe, for example, desires to secure, year in and 
year out, as pleasurable a stream of consciousness as possible 
from the expenditure of his dollars. Whether John Doe is mar- 
ried or single, he may be assumed to represent, in his various 
réles, several classes of buyers, each of which is concerned with 
this stream of pleasurable sensations derived from purchasing 
and utilizing economic goods and services. And it is the very 
fact that people are not all alike in placing their expenditures, 
and that there are several more or less distinct classes of buyers, 
that makes the instalment plan adapted to some classes and ill 
adapted to others. An exhaustive analysis of types of buyers that 
we have here in mind is out of the question. All that we may hope 
to do is to indicate a few outstanding classes. 

In the first place there are those, capable of securing with 
their income considerable more than bare subsistence, whose 
stream of consciousness, on the whole, is the most pleasant when 
their modest wants for food, shelter, clothing, and a minimum of 
luxuries have been supplied, so that a goodly sum will be left over 
to fatten the bank account or to be invested. We have no doubt 
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that there is a large class of people who enjoy great satisfaction 
from the knowledge that their savings, as represented by their 
bank account or purchased securities, constitute a very substan- 
tial sum against the uncertainties of the future. They may or 
may not realize to the fullest extent that in withdrawing from 
their annual income a portion for savings or investment they 
are actually curtailing their present enjoyable income, and that 
they are thus electing to diminish their expenditures for goods 
and services that actually may be consumed in the present by 
the amount taken out for savings and investment. Such people, 
because of this far-sighted viewpoint upon life as a whole, are 
much happier, it would seem, in denying themselves considerably 
in the present for the sake of having the prospect of a larger in- 
come for themselves and their dependents to enjoy in the future. 

In striking contrast with this class in society are those who 
have a strong preference for the actual enjoyment of goods and 
services in the immediate present over the prospect of enjoying 
goods and services to a larger measure in the future. To them the 
future needs make little or no appeal; their preference for pres- 
ent and immediate consumption is compelling. Their philosophy 
may be summed up about as follows: “The past is gone; the 
future is uncertain; let us live in the present.” Such people feel 
no pressing need of laying up for a rainy day, of providing for 
troubles which, as they see it, in all probability never will ma- 
terialize. And, even though they do materialize, someone, they 
trust, will come to the rescue. This week, or this month, or this 
year, they unthinkingly say, may be the last that they will live; 
hence they choose to spend their present income freely. More- 
over, they easily can be induced to pledge.a considerable propor- 
tion of their prospective income of the next year or two for the 
enjoyment of things in the immediate present. It is to such in- 
dividuals that instalment buying makes a strong appeal; they 
take to it almost as readily as a duck to water. The generally 
short-sighted viewpoint upon life of this class accounts, in a very 
considerable degree, for the fact that a large percentage of those 
who live to old age are dependents. Largely because of their 
strong preference for present over future consumption they fail, 
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as the years roll along, to provide the wherewithal upon which 
they may be comfortable in their declining years when income 
no longer may be earned. 

Then, again, there is the class composed of those who are 
never quite happy unless they are in debt. In fact, we have heard 
some people say that the only way they could save was to buy 
something and possess it at once, after making a small payment, 
and then bend themselves toward paying off the debt in instal- 
ments out of the periodical pay checks. If such persons are suf- 
ficiently discriminating in their instalment purchases, the trait of 
character just mentioned may work greatly to their material ad- 
vantage, as shortly will be pointed out. Probably it is safe to 
say, however, that the vast majority of the class under consid- 
eration are not discriminating purchasers, and they are the easy 
prey of the instalment agents. They scarcely need to be per- 
suaded to take the automobile today, with a first payment, and 
gradually pay for it as it is being used. They are soon convinced 
of the desirability of having the radio installed on a partial-pay- 
ment plan and of paying for it as it is being enjoyed. They soon 
yield to the proposal to have the new piano moved in at once, 
on the partial-payment plan, thus availing themselves imme- 
diately of its enjoyment. And so it is with other, to them, desir- 
able furnishings. Having thus loaded up with about all the 
equipment the present income will permit, they look forward 
hopefully to an increase in salary at no far distant date because 
it will mean, although they may not wish to acknowledge it, that 
one or more instalment men may thereby be taken on. In short, 
the most pleasurable stream of consciousness for them can be 
assured by obtaining on the partial-payment plan, and then pro- 
ceeding to enjoy at once, a considerable list of things, thus pro- 
jecting themselves upon a higher standard of living than possibly 
could be arranged for under a strictly cash-payment plan. 

There is another branch of this particular class, mentioned 
only in passing previously, that merits brief consideration here. 
We refer to those (probably the smaller proportion of the class) 
who are ready to go in debt through buying certain things on 
the instalment plan, but who are most discriminating purchasers. 
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With deliberation, they commit themselves to some forward- 
looking financial burden almost beyond their ability to swing, 
and then, through forced periodical commitments for future 
payments in a definite sum, gradually become better off finan- 
cially. In this way, through forced self-denial, their financial 
status improves each year. It is in accordance with this plan that 
many a couple has paid for the home, that many individuals paid 
for substantial blocks of Liberty bonds during the World War; 
that many a person nowadays pays for one or more high-grade 
bonds each year. Such persons deliberately follow this, or some 
such, plan because, all things considered, a more pleasurable 
stream of consciousness is thereby insured than by following any 
other lead. 

Finally, we have those who shun debt or even its semblance 
as they would poison. They have no great concern about their 
standards of living, or of what their friends and neighbors think 
of it. Their sleep is most unbroken when the primary wants of 
themselves and their families have been supplied, and when a 
goodly roll of bills is either tucked carefully away in their pock- 
ets, has been added to the bank account, or has been conserva- 
tively invested. They are the considerable class of savers, pos- 
sessing great foresight and with their eye on the future as well 
as upon the present. They know that a vacation, for instance, 
would be a very desirable thing to enjoy later on, and that, under 
a condition whereby burdensome instalments must be met, the 
vacation likely would not materialize. By living well within their 
incomes they keep a surplus of cash in pocket or in the bank. 
They enjoy what is to them a very pleasant income stream by 
knowing that a rainy day has been provided for; that they are 
“on their own”; and that they will not be dependents if sickness 
comes and when old age approaches. It is probably this class 
more than any other single one that was responsible, in 1926, for 
the nearly $25,000,000,000 deposited in this country on savings 
accounts. 

It is impossible to state, even roughly, the number in any of 
the classes of buyers that we have indicated; the same is true with 
any other system of classification one might wish to set up. 





















ASPECTS OF INSTALMENT BUYING 23 


Moreover, opinions likely would differ considerably as to the 
relative number in the classes mentioned. But neither the abso- 
lute nor the relative number in each class is, for our purpose, the 
important consideration. The main point that we would stress is 
that the income-spenders of this country are not all of one class, 
and that whether or not the foregoing classification of spenders 
is correct, there are, in the final analysis, several fairly well-dif- 
ferentiated groups. And we would urge most emphatically that 
buying on the instalment plan, at least in good times when money 
is coming in steadily and easily, is palatable and nourishing food, 
as it were, for some, and medicine—almost renk poison—for 
others; that under the conditions indicated it is an adaptation 
representing, all things considered, a better way than any other 
for some people to acquire things, whereas for others it is a strik- 
ing maladjustment. 

Just as buying on the instalment plan is adapted to certain 
types of purchasers and ill adapted to others, so it is adapted to 
certain classes of goods or commodities and not to others. There 
are few who would deny that the buying of a home or a building 
lot on a plan about to be mentioned should be discouraged. The 
man who buys a house and lot by paying down a part of the pur- 
chase price and mortgaging it for the balance is following a 
course which conforms rather closely to the instalment plan. A 
fundamental point of difference, however, is that the buyer of 
the house and lot receives title to the property at once, even 
though it is mortgaged, whereas in most instalment sales title is 
not secured by the purchaser until he has made the last payment. 
It is possible, nowadays, for the owner of a mortgaged property 
to pay off a portion of the nete (incorrectly often called the 
mortgage) year by year. That is to say, the holder of the mort- 
gage very often permits the owner to liquidate the debt at the 
rate of a few hundred dollars per year, if he so desires. Clearly, 
the fundamental principle of the instalment plan is here repre- 
sented and the soundness of buying real estate in this manner 
scarcely may be denied. 

The principle of the instalment plan would seem to be 
adapted to the distribution of automobiles. Experts have de- 
clared that there is no reason for abandoning this method of 











24 THE JOURNAL OF BUSINESS 





marketing motor cars; its economics is thoroughly sound. The 
phenomenal growth of the automobile industry in the last few 
years has been due, in a very considerable degree, to the instal- 
ment system of selling. It has been due to other causes as well; 
at the very time that certain other products have been increas- 
ing in cost to the consumer, the price of the automobile has 
tended to decrease. This is due, in part at least, to mass produc- 
tion which enables economies to be effected—a situation which 
has been made possible by the greatly increased consumption of 
the motor car, due among other causes to the system of deferred 
payments. 

In passing, it may be mentioned that the car-trust, or equip- 
ment-trust, certificate so common in recent years in American 
railroad finance will be recognized by all who are familiar with 
its nature as a security whose issue enables the railway securing 
the rolling stock to use the latter while it (the railway) is paying 
for the equipment. Here, then, is a security whose issue is based 
upon a deferred plan of paying for the equipment upon which it 
is issued; and every keen student of investment values knows 
that equipment-trust securities are practically always in good 
favor with investors. 

Other fields in which the deferred payment plan has flour- 
ished for a considerable number of years with apparent success 
have been in the distribution of pianos and household furniture. 
These commodities, bearing a relatively high price, last for a 
considerable number of years. So far as we are aware, relatively 
little criticism has ever been directed against the distribution of 
such articles on the instalment plan. When, however, it has been 
applied to commodities that depreciate very fast in value and 
which are not necessities, criticism has arisen. It would seem, 
therefore, that there are certain classes of goods that will con- 
tinue to stand the test of time when distributed on the instalment 
plan, especially if the system is not overexpanded and if it is 
subjected to certain necessary adjustments, and that others al- 
ready have proved themselves to be ill-adapted to the arrange- 
ment. The consensus of opinion of those who are competent to 
pass judgment is that the instalment plan lends itself best, with- 
out bringing serious evil consequences in its train, to the pur- 
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chase of necessities or near-necessities rather than luxuries; to 
goods that are still in relatively good condition when the last 
payment is made (perishable articles are particularly unsuited 
to the plan); to goods whose cost of upkeep will not financially 
embarrass the owner; and to articles whose original cost, if paid 
for in a lump sum, would strain unduly the pocketbook of the 
purchaser. 

There is one aspect of instalment purchasing regarding 
which the buyer needs, perhaps, some enlightenment, and that is 
the ultimate cost of the article bought on the instalment plan as 
compared with what the cost might have been if it were acquired 
for spot cash. There are in this country at the present time about 
fifteen hundred finance companies that are the direct outgrowth 
of instalment seliing. These companies perform the important 
service of advancing the necessary money to support the sales 
plan. They are not in business for their health, but to make a 
profit, and the millions of instalment buyers pay the bills for 
their upkeep. It has been estimated that certain goods bought 
on a deferred-payment plan cost the consumer from 10 to 25 
per cent more than if bought for cash; in the case of certain 
kinds of articles, investigation has shown that the spread is be- 
yond the maximum figure just mentioned. 

We should not wish to be understood even as intimating that 
the finance companies supported by or affiliated with the instal- 
ment plan are unnecessary. On the contrary, if the instalment 
plan is to stand the severe test that sooner or later will come, 
that is, if it survives a serious business depression, the finance 
companies still will be needed. It probably would be fair to say 
that, in the interests of the instalment buyers, certain of these 
companies would benefit from direction, co-operation, or regu- 
lation. In all probability such regulation should come from the 
sales and finance, rather than from the buying, end of the system. 

There are some fields in which instalment buying has made 
comparatively little headway as yet, although they would seem to 
be excellently adapted to the plan. High-grade securities and 
life insurance are outstanding instances. Some investment 
houses or brokers have begun to cultivate this plan, apparently 
with good results; but it is not yet a common method of distrib- 
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uting securities. What the future has in store in this matter time 
only will tell. 

As regards life insurance, we can scarcely imagine a more 
promising field for cultivation on the instalment plan of meeting 
the premiums, nor can we think of anything purchasable that, on 
the whole, is better adapted to systematic and relatively small 
and frequent payments by the buyers. In spite of the great ad- 
vances that have been made in the purchase of life insurance dur- 
ing the last few years it is widely held, by those most competent 
to speak in the matter, that the American public is still greatly 
under-insured. Life insurance is, for many people, little short of 
a necessity. One writer, in discussing the instalment plan of buy- 
ing, has drawn attention to the fact that life insurance is the only 
thing a man can still be paying for at his death on the instalment 
plan which his wife will not have to continue to pay for after his 
decease. The buyer of life insurance on the instalment plan re- 
ceives, when the first payment has been made, a full title to what 
is sold him. Furthermore, with most policies, the longer they 
are in effect the greater does their value become. That is to say, 
there is no such thing as deterioration on life insurance policies 
nor on the estates which they have created. In a word, life insur- 
ance (and high-grade securities, for that matter) meets all the 
requirements that were mentioned before for sound instalment 
buying. 

And it is interesting to note that one of the latest develop- 
ments in broadening the service of life insurance has been the 
inauguration, by certain companies, of a plan variously called 
salary deduction, salary allotment, and salary-savings insurance. 
The essence of the plan is that employees allot a definite propor- 
tion of their salary for buying life insurance and authorize their 
employer to forward the amount monthly to the company con- 
cerned. This is virtually buying life insurance on the instalment 
plan, and it has great possibilities for development. The idea is 
not new, but only since 1924 have the companies been pushing 
this type of coverage. It may be recalled by some that the United 
States War Risk Insurance Bureau deducted the life insurance 
premiums of insured soldiers from the monthly payments to the 
troops. 
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Little or no mention has been made, as yet, of possible in- 
direct advantages that may have accrued from the operation of 
the instalment plan of buying. One of its leading exponents has 
stated, in effect, that the psychology of the American people is 
such that they will save more readily after a purchase has been 
made than in anticipation of one; that the spread of instalment 
buying is “fostering financial orderliness in the public mind”; 
that a goodly proportion of the American public already is op- 
erating the family account on the budget system; and that pay- 
ments for commodities bought on the instalment plan are regu- 
larly made, other expenses being adjusted accordingly. If these 
claims are correct, it readily can be understood why the instal- 
ment method of distributing many forms of products has made 
such notable advances in the United States. There is evidence 
to support the view that many consistent instalment buyers have 
become equally as consistent savers; and it is quite within the 
realm of possibility that it will be discovered some of these days 
that the substantial growth, in very recent years, in savings de- 
posits in the banks of the country has been due, in part at least, 
to the fact that the practice of making regular instalment pay- 
ments for commodities also has induced “financial orderliness” 
or system in savings as well. 

In conclusion, there is little doubt that the instalment plan 
will undergo adjustments and improvements in the course of 
time which will be in the interests of the buying public. It is like- 
ly to withdraw from certain fields, to develop in new ones, and to 
adjust itself better in others. Instalment buying is based on 
sound economics, and the plan is here to stay with relative per- 
manence. We say “relative permanence” advisedly, because 
there is practically nothing in our ways of doing things, either in 
our business or in our social life, that, with the progress of time, 
is not subject to change and adjustment. Instalment buying even 
may disappear in time through a process of selection, if a way of 
purchasing should be worked out and put into practice which, 
all things considered, was better adapted than a system of de- 
ferred payments to the classes of patrons who now support the 
latter plan. 

AvaArRD L. BisHoP 














THE RELATION OF THE CASH-FUTURE SPREAD 
TO HEDGING TRANSACTIONS 


OR the conduct of hedging operations in general the cash- 
Piss spread is of fundamental importance. This is be- 

cause the degree of protection afforded by the hedge is con- 
ditioned by the extent to which cash prices and future prices 
move together. The less the fluctuation in the cash-future spread” 
therefore, the more satisfactory are conditions for the hedger, 
and vice versa. Lack of stability in this spread largely destroys 
the serviceableness of the future market for hedging by intro- 
ducing an element of uncertainty or speculation as to whether 
the spread in question will widen or narrow. Any serious move- 
ment either way may result in large profits or heavy losses, de- 
pending upon whether the change in the spread is in favor of or 
against the hedger. In the case of some grades or qualities even 
the spot or cash prices may move so independently of the futures 
that the latter are practically never employed for hedging be- 
cause of this fact. Extra staple cotton, for example, cannot under 
any circumstances be safely hedged in the ordinary basis mid- 
dling future contract.’ 

Hedging operations, therefore, involve an element of risk 
which may be termed, following the language of the cotton trade, 
the “basis” risk, which is the possibility that the price of the 
commodity and the price of the future contract will not maintain 
a sufficient degree of parity to render hedging a satisfactory pro- 
tection. A few illustrations may make this situation apparent. 

Let us assume that a Chicago grain merchant buying wheat 
in the country finds it necessary one morning to purchase 10,000 
bushels of No. 2 red winter wheat. For purposes of the illustra- 
tion it may be assumed that on this morning No. 2 red winter “to 
arrive” Chicago is selling at $1.20 per bushel and the December 
future at $1.23. The merchant calculates that insurance, storage, 
commissions, and similar charges on No. 2 will amount to ap- 


* Hubbard, Cotton and the Cotton Market, p. 338. 
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proximately 3 cents per bushel, and he allows himself a profit of 
2 cents a bushel. As he proposes to buy the grain on track in the 
country he must also pay transportation charges. Freight rates 
into Chicago from the area in which he proposes to bid for grain 
are approximately 8 cents. The merchant, therefore, figures his 
bid price at 13 cents off the cash price, or $1.07 per bushel, mak- 
ing his buying basis or the country-cash Chicago December 
future spread 16 cents off December. See Table I. 

Assume now that he bids this price of $1.07 for the grain on 
track and that the bid is accepted by one or more country eleva- 


TABLE I* 
CasH-FuTURE SPREAD OR Basis CALCULATIONS 














Price per Price per Cash-Future Spread 
Cash Bushel Futures Buchel (Cents) 
Chicago No. 2 red| $1.20 | Chicago December| $1.23 | 3 off December 
winter October 1.. future, October 1 
Freight to Chicago. . .08 
Handling costs...... .03 
eS her .02 





Total cost and 
ee .13 





On track country! $1.07 | Chicago December} $1.23 |16 off December 
buying price Octo- future, October 1 
ber 1 

















* In buying cotton the buying basis is given to the merchant’s bayer in the country and the points 
on or off are applied to the future prices prevailing at different times throughout the day in determining 
the prices paid producers or local dealers. 


tors to the extent of 10,000 bushels. Thereupon, the merchant 
promptly sells 10,000 bushels of December futures. For illus- 
trative purposes we may assume that this trade is executed at a 
price of $1.23 per bushel. This fixes the merchant’s selling basis 
at Chicago at 3 cents off December—$1.07, cost of wheat in the 
country, 8 cents freight, 3 cents handling charges, and 2 cents 
profit, a total of $1.20 as compared with the price of $1.23 at 
which the Decembers were sold. So long as the merchant can 
resell the wheat, therefore, on the basis of 3 cents off December 
it is immaterial how high or low the prices may go because the 
loss or gain on the cash will be exactly offset by the gain or loss 
on the future, the Chicago selling basis of 3 cents off December 
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being sufficiently above the country buying basis of 16 cents off 
December to cover 8 cents freight and 3 cents handling charges 
paid by the merchant and 2 cents for his profit. For example, if 
the December future advances to $1.30 per bushel and the cash- 
future spread remains constant the merchant will be able to sell 
the grain at $1.27. In this case, since he bought at $1.07, he has 
gained 20 cents per bushel on his cash transaction. Of this gain, 
however, he has lost 7 cents because he is obliged to repurchase 
at $1.30 the futures which he sold at $1.23. This, however, leaves 
him with a net of 13 cents on the transaction covering the 8 cents 
freight, 3 cents handling charges, and 2 cents net profit which he 
had calculated upon. 

Had futures declined to $1.16 and the basis remained un- 
changed the merchant would have sold the grain at $1.13 per 
bushel. In this case he would have sold his cash grain at only 6 
cents more than he paid for it ($1.07), but he would have picked 
up 7 cents on repurchasing at $1.16 the futures which he sold at 
$1.23, again a total of 13 cents to cover transportation, costs, 
and profit. 


HEDGING GAINS AND LOSSES FOR CHANGING 
CASH-FUTURE SPREADS 

So long as the cash-future spread remains constant, there- 
fore, the merchant has nothing to fear from price changes irre- 
spective of how great they may be. If, on the other hand, the 
cash-future spread alters between the time of purchase and sale 
the merchant may profit if the change is in his favor or lose if 
the change is against him. If it be assumed that when the grain 
gets to Chicago the buyer is able to dispose of it at only 1 cent 
off December instead of the 3 cents allowed for in his spread cal- 
culations he will obtain a net profit of 15 cents per bushel, or two 
cents more than he reckoned on. See Table IT. 

If, on the other hand, it be assumed that when the grain ar- 
rives at Chicago the merchant has to sell it at 6 cents off Decem- 
ber instead of at 3 cents off, as he had hoped, he will realize only 
10 cents gross profit equivalent to only his freight charges of 8 
cents and two-thirds of his handling costs of 3 cents. See Ta- 
ble III. 
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TABLE II 
CasH FUTURES 
Transactions P rise Dar Transactions Pyle per vena "pees 





Bought No. 2 red} $1.07 | Sold Chicago De-| $1.23 | 16 off December 






































winter on track cember future, 

country, October 1 October 1 
Chicago equivalent..} $1.20 $1.23 | 3 off December 
Sold No. 2 red winter} $1.23 | Bought Chicago) $1.24 | 1 off December 

at Chicago, Octo- December future, 

eee October 25 
Country equivalent..| $1.10 $r.24 | 14 off December 
Gain (+) or loss (—)} + .16 — .o1 
Net of cash and fu- 

DE iacccdanu nad + .15 (8 cents freight, 3 cents cost and 4 cents profit) 

TABLE II 
Cas Furures 





Transactions Fyion oes Peenenctions Price per Cash-Future ‘a 


ushe: Bushel (Cents 





Bought No. 2 red} $1.07 | Sold Chicago De-| $1.23 | 16 off 

















winter on track cember on Octo- 
country, October 1 ber 1 
Chicago equivalent..| $1.20 $1.23 | 3 off 
Sold No. 2 red winter} $1.16 | Bought Chicago} $1.22| 6 off 
Chicago, October December Octo- 
RAR Aree ber 25 
Country equivalent.| $1.03 $1.22 | 19 off 
Gain (+) or loss (—)} + .09 + .o1 











Net of cash and fu- 


OR goer ag + .10 (8 cents freight and 2 cents cost) 


_ 








FACTORS IN THE LACK OF STABILITY OF CASH-FUTURE SPREADS 
The failure of cash and future prices to maintain a constant 
relationship may be attributed to a variety of factors. Among the 
most important of these are (1) the fluctuations in the demand 
for and supply of the various grades and qualities of the cash 
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commodity, (2) the variations in the volume and extent of long 
and short future operations, and (3) the converging movement 
of cash and future prices. 

The supply of and demand for various grades and qualities. 
—Most commodities traded in by way of futures in the United 
States are agricultural raw materials. It is obvious that the sup- 
ply of different grades and qualities in such crops will vary wide- 
ly from year to year. Not only is this true, but it is also apparent 
that after the crop is produced the supply of particular grades 
and qualities will show further variations during the year, de- 
pending on the rate at which the various grades and qualities are 
consumed. 

Similarly, on the demand side, the market for the manufac- 
tured commodity produced from any one particular grade or 
quality of the raw material may be either brisk or sluggish as 
compared with that for manufactured goods produced from an- 
other or other grades or qualities. And this is true, not only from 
year to year, but also as between different periods within the 
same year.” 

Because of these varying conditions in demand and supply 
it is obvious that the price relationships between different grades 
and qualities of any cash commodity will show little constancy 
not only as between crop years but also within the same crop 
year. 

Despite the fluctuations in the spreads or differences between 
various grades and qualities in the cash market it is necessary, if 
hedging is done, that all sales or purchases shall be hedged in a 

* For 1917-18 the grade of the cotton crop was reported as “middling”; for 
1918-19, “barely middling”; for 1919-20, “strict low middling”; for 1920-21, 
“barely middling”; and for 1921-22, “middling.” Shepperson, Cotton Facts 
(1922), p. 11. The Department of Agriculture estimated that on August 1, 1928, 
the carryover of white cotton was 6.85 per cent good middling, 30.08 per cent 
strict middling, 29.72 per cent middling, and 13.04 per cent strict low middling. 
As compared with these carryover figures the ginnings of white cotton to Octo- 
ber 1, 1928, showed 23.21 per cent good middling, 45 per cent strict middling, 
19.30 per cent middling, and 4.89 per cent strict low middling. In the reported 
carryover only 31.98 per cent of the white cotton was below one-inch staple, 


while of the new crop ginnings to October 1, 1928, 72.28 per cent was under one 
inch. Cotton Grade and Staple Reports, U.S.D.A., September 21 and October 


26, 1928. 
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single basis future contract, upon which not merely one but sev- 
eral grades, qualities, and characters are deliverable. The basis, 
therefore, or the cash-future spread, is in fact not one but several 
bases or spreads, each of which represents the difference between 
the cash price of each lot of specific grade and quality and the 
price of the basis future contract in which the buying or selling 
hedges must be placed, and which is, therefore, common to all. 
Exact parallelism between the price movements of one grade or 
quality, therefore, would result in a lack of such parity between 
the cash prices for other grades and qualities and the futures on 
account of the lack of correspondence in the price movements for 
the various grades and qualities in the cash market. 

It is apparent, therefore, that the results of a hedge placed 
on one grade or quality of.the cash commodity might readily 
show diametrically opposite results to those of a hedge placed at 
the same time on another grade or quality. 

Variations in the volume and extent of future operations. — 
The cash-future spread may also be affected favorably or unfa- 
vorably to the seller or buyer of commodities by the volume of 
long or short transactions in the futures market which, while 
affecting the future either upward or downward, may not be fol- 
lowed by a corresponding change in cash prices of the grades 
hedged by him. Considerable pressure is frequently exerted on 
the futures by heavy hedge sales in a particular month against 
cash purchases or correspondingly heavy hedging purchases of 
futures against cash sales for forward delivery. A less frequent 
upward or downward movement, respectively, may occur from 
the buying in of hedging sales of futures when the cash com- 
modity is sold or selling out of hedge purchases when the cash 
commodity is acquired. These movements of futures are fre- 
quently not paralleled, or only partially so, by prices in the cash 
markets. 

Speculative operations conducted on a large scale are also 
likely to produce price movements of futures which will not be 
accompanied by equivalent changes in cash prices in the market 
in which delivery is to be made, and even less so in markets out- 
side of the delivery point. 
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“Most of the wide and erratic fluctuations that occurred in 
wheat futures at Chicago during the early part of 1925 were 
largely artificial and were caused primarily, either directly or 
indirectly, by heavy trading on the part of a limited number of 
professional speculators. Some of the speculators, and especially 
those operating first on one side of the market and then on the 
other, were able to take advantage of the technical conditions of 
the market by forcing prices into stop-loss orders or to a point of 
exhausted margins. These large-scale buying and selling opera- 
tions completely disrupted the market and resulted in abnormal 
fluctuations which were felt in every other large grain market 
in the world.’ 

Substantially similar conditions to the foregoing also fre- 
quently result from squeezes and corners, either natural or arti- 
ficial. 

The converging tendency of cash and futures —Another and 
perhaps even more important reason for a lack of uniformity in 
the cash-future spread is that the movement of cash and future 
prices for any commodity is not actually a parallel but rather a 
converging one. This is due to the fact that in the delivery 
month actual delivery must be made to all buyers of futures de- 
siring to take delivery. Since any seller or buyer of futures desir- 
ing to do so must respectively make or take delivery by the close 
of the delivery month, cash and futures prices in the market in 
which delivery takes place will closely approximate each other 
in that month.* This situation means that the buyer or seller of 
futures as a hedge is confronted with a tendency of the cash- 
future spread to narrow as delivery approaches. 


SPREAD CHANGES AND BUYING AND SELLING HEDGES 
Between the time when the initial paired transactions in- 
volved in hedging are entered into and the time when such trans- 
actions are closed, the cash-future spread can do only one of 

three things: (1) remain constant, (2) narrow, or (3) widen. 


*G.F.A. Report on Fluctuations in Wheat Futures, Senate Doc. 135, 69th 
Cong., 1st Sess., p. 1. 


“This is subject to qualifications with reference to the seller’s option as to 
the time, grade, and place of delivery. 
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As already pointed out, hedgers can lose nothing of, or gain 
nothing beyond, their merchandising profit from the fact that the 
spread remains constant. Their gains and losses, therefore, must 
come either from the widening or narrowing of the spread, irre- 
spective of whether such changes are the result of variations in 
the supply of and demand for the various grades and qualities of 
the cash commodity, or whether they are due to variations in the 
volume of future transactions, the converging tendency of cash 
and futures, or other factors. Whether the hedger gains or loses 
from the widening or narrowing of these cash-future spreads de- 
pends upon (1) the relation of the future and cash prices at the 
time the original paired transactions were entered into, and (2) 
whether the manufacturer or dealer is a selling (buying cash 
and selling futures) or a buying (selling cash and buying fu- 
tures) hedger. These conditions can be shown most readily by 
tracing the effect of widening and narrowing spreads on both 
buying and selling hedgers, first under the assumption that fu- 
tures are at a premium over cash at the time the original paired 
transactions are made, and second, that the cash is at a premium 
over the future at the opening of the hedging operation. 


EFFECTS OF CHANGES IN CASH-FUTURE SPREADS WITH 
FUTURES AT A PREMIUM OVER CASH 


Selling hedges with spreads narrowing.—For the first of 
these two sets of conditions (futures at a premium over cash) 
we may employ the same figures as those used in the preceding 
illustration for freight, handling costs, and profit, and for Chi- 
cago cash and Chicago December future prices and cash-future 
spreads. 

On these assumptions the grain merchant buys No. 2 red 
winter in the country at $1.07 per bushel, or 16 cents off Chicago 
December, which he sells for $1.23. See Table IV. 

Assume now that on October 25, when the merchant gets the 
grain to Chicago, the cash-future spread has narrowed and No. 
2 red winter is selling at $1.21 per bushel, or 1 cent off the De- 
cember future price of $1.22. The merchant, then, can sell his 
cash at 14 cents more than he paid for it, while he buys back the 
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future at 1 cent less than he sold it for, making a total of 15 
cents. Out of this must come 8 cents for freight and 3 cents for 


TABLE IV 


CasH-FuTuRE SPREAD OR Basis CALCULATIONS (FUTURES AT A 
PREMIUM OVER CASH) 




















Price per Price per | Cash-Future S d 
Cash Bushel Futures Bushel (Cents) _ 
Chicago No. 2 red| $1.20 | Chicago December} $1.23 | 3 off December 
winter, October 1 future, October 1 
Freight to Chicago. . .08 
Handling costs...... .03 
eae .02 
Total cost and 
Sar ag 
On track country} $1.07 | Chicago December] $1.23 | 16 off December 
buying price, Octo- future, October 1 
Te eae 

















TABLE V 


SELLING HEDGES WITH FUTURES AT A PREMIUM AND CASH- 
FuTURE SPREAD NARROWING 



































Cash Transaction Fries par Future Transaction gy ee -°~? ame 
Bought No. 2 red on| $1.07 | Sold Chicago De-| $1.23 | 16 off December 
track country, Oc- cember future, 
| eee October 1 
Chicago equivalent..| $1.20 $1.23 | 3 off December 
Sold No. 2 red Chi-| $1.21 | Bought Chicago} $1.22 1 off December 
cago, October 25.. December future, 
October 21 
Country equivalent.:| $1.08 $1.22 | 14 off December 
Gain (+) orloss(—)| + .14 +.o1 
Net of cash and fu- 
ae peers + .15 (8 cents freight, 3 cents handling cost, and 4 cents 





profit) 





handling, leaving the merchant with 4 cents net profit or 2 cents 
more than he allowed for. See Table V. 
When futures are at a premium over the cash the former 
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may decline or the latter rise, or both, thus narrowing the cash- 
future spread until the two cross. If the cash continues to rise 
or the future to decline, or both, the spread (now a discount of 
the future under the cash) widens. From this it follows that the 
widening of negative (future below cash) spreads is in effect the 
same as the narrowing of positive (futures above cash) spreads 
(and vice versa). The selling hedger, therefore, will profit by 
this change in the basis in the same way as though the positive 


TABLE VI 


SELLING HEDGES WITH FUTURES AT A PREMIUM AND PosITIVE CASH- 
Future SPREAD BECOMING A NEGATIVE 
CasH-FuTURE SPREAD 








. Price per : Price per Cash-Future Spread 
Cash Transaction Bushel Future Transaction Bushel (Cents) 





Bought No. 2 red! $1.07 | Sold Chicago De-| $1.23 | 16 off December 























winter on track cember future, 
country, October 1 October 1 
Chicago equivalent..| $1.20 $1.23 | 3 off December 
Sold No. 2 red winter} $1.25 | Bought Chicago} $1.24 | 1 on December 
Chicago, October December future, 
Cicada sedmen October 25 
Country equivalent..} $1.12 $1.24 | 12 off December 
Gain (+) or loss (—)| + .18 — .o1 





Net of cash and fu- 
DE Waacasennees +.17 (8 cents freight, 3 cents handling, and 6 cents profit) 








cash-future spread had merely narrowed while remaining a posi- 
tive spread. The only difference will be that his profit in the 
former case will be larger than in the latter. See Table VI. 

Selling hedges with spreads widening.—If the cash-future 
spread employed in the foregoing illustrations had widened in- 
stead of narrowing, the reverse of the above conditions would 
have obtained. The hedge seller would either have lost or se- 
cured less profit than anticipated. See Table VII. 

Buying hedges with spreads narrowing.—Since the hedge 
buyer is on the opposite side of the market from the hedge seller 
it is obvious that the narrowing of the cash-future spread will 
work against him because he will either be obliged to buy his 
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cash grain in the country at a higher price than he had calcu- 
lated upon or to sell his future at a lower price, or both. This 
appears from Tables VIII and IX. 


TABLE VII 


SELLING HEDGES WITH FUTURE AT A PREMIUM AND 
CasH-FUTURE SPREAD WIDENING 








Price per Cash-Future Spread 


Cash Transaction Pulee par Future Transaction Bushel (Cents) 





Bought No. 2 red} $1.07 | Sold Chicago De-| $1.23 | 16 off December 
































winter on track cember future, 
country, October 1 October 1 
Chicago equivalent..} $1.20 $1.23 | 3 off December 
Sold No. 2 red winter} $1.22 | Bought Chicago} $1.27 | 5 off December 
Chicago, October December future, 
SE? October 25 
Country equivalent..} $1.09 $1 .27 | 18 off December 
Gain (+) orloss(—)} + .15 — .04 
Net of cash and fu- 
SE cicadedeiunss + .11 (8 cents freight, 3 cents handling charges) 
TABLE VIII 


Buyinc HEDGES WITH FUTURE AT A PREMIUM AND 
CasH-FUTURE SPREAD NARROWING* 




















Cash Transaction P rice Der Future Transaction Pico Der Cee eet 
Sold No. 2 red winter} $1.20 | Bought Chicago} $1.23 | 3 off December 
Chicago, October 1 December future, 
October 1 
Country equivalent..} $1.07 $1.23 | 16 off December 
Bought No. 2 red} $1.08 | Sold Chicago De-| $1.22 | 12 off December 
winter track in cember future, 
country, October 5 October 5 
Chicago equivalent..} $1.21 $1.22 1 off December 














Gain (+) orloss(—)} + .12 — .or 





Net of cash and fu- 
Be asaekseae + .x11 (8 cents freight, 3 cents handling charges) 








* Cf. Table V. 
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Buying hedges with spreads widening —Similarly, instead 
of losing, as does the selling hedger from a widening of the 
spread, the buying hedger will gain. See Table X. 


TABLE IX 
BuyinG HEDGES WITH FUTURE AT A PREMIUM AND POSITIVE 
CasH-FuTURE SPREAD BECOMING A NEGATIVE 
CasH-FuTURE SPREAD* 








Cash Transaction ron on Future Transaction P. vies Det eer nem 





Sold No. 2 red winter} $1.20 | Bought Chicago) $1.23 | 3 off December 
































Chicago, October 1 December future, 
October 1 

Country equivalent..| $1.07 $1.23 | 16 off December 
Bought No. 2 red} $1.12 | Sold Chicago De-| $1.24 | 12 off December 

winter on track cember future, 

country, October 5 October 5 
Chicago equivalent..| $1.25 $1.24 1 on December 
Gain (+) or loss (—)} + .08 | + .or 
Net of cash and fu- 

ia cewaeneas + .o9 (8 cents freight and 1 cent handling charges) 

* Cf. Table VI. 
TABLE X 


Buyinc HEDGES WITH FUTURES AT A PREMIUM AND CASH- 
Future SPREAD WIDENING* 








Cash Transaction P ice par Future Transaction Pyle per Gp Sent 





Sold No. 2 red winter} $1r.20 | Bought Chicago} $1.23 | 3 off December 


























Chicago, October 1 December future, 
October 1 
Country equivalent..} $1.07 $1.23 | 16 off December 
Bought No. 2 red} $1.09 | Sold Chicago De-| $1.27 | 18 off December 
winter on track cember future, 
country, October 5 October 5 
Chicago equivalent..| $1.22 $1.27 | 5 off December 
Gain (+) orloss(—)} + .11 + .o4 
Net of cash and fu- 
Shc cawicnareds + .15 (8 cents freight, 3 cents handling charges, 4 cents 
profit) 








* Cf. Table VII. 
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From the foregoing illustrations it follows that so long as 
futures are at a premium over the cash the selling hedger can 
benefit only from a narrowing of the cash-future spread and the 
buying hedger only from its widening, and that each loses from 
the opposite of these changes. 


EFFECTS OF CHANGES IN CASH-FUTURES SPREADS WITH 
FUTURES AT A DISCOUNT UNDER CASH 

Selling hedges with spreads narrowing.—All the results 

shown in the foregoing section, however, are contingent upon 


TABLE XI 


CasH-FuTURE SPREAD OR Basis CALCULATIONS 
(FuTURES AT A DISCOUNT UNDER CASH) 








Price per Price per Cash-Future Spread 
Cash Bushel Futures Bushel (Cents) 





Chicago No.2 red} $1.23 | Chicago December} $1.20 | 3 on December 





winter, October 1.. future, October 1 
Freight to Chicago. . .08 
Handling costs...... .03 
ree -02 





Total cost and 
ae <&3 





On track country} $1.10 | Chicago December} $1.20 | 10 off December 
buying price, Octo- future, October 1 
ber 1 

















premiums of the futures over cash. If the futures are at a dis- 
count under the cash the results are very different. We then have 
the basis or cash-future spread calculations as shown in Ta- 
ble XI. 

Assuming first that the merchant is a selling hedger the re- 
sult of a narrowing of this cash-future spread will be to net him 
less than he had calculated upon and perhaps even an actual 
loss. See Table XII. 

The reader will note that, while the Chicago basis or spread 
calculation is a negative one in this case (the future at a discount 
of 3 cents under cash), the country buying basis is a positive 
spread (the future at a premium of ro cents over the cash). 
This is in contrast to the spread calculations shown in Table I, 
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where both the Chicago and country-buying-basis calculations 
are positive spreads. The reader, therefore, should recall the 
statement already made that the narrowing of positive cash-fu- 


TABLE XII 


SELLING HEDGES WITH FUTURES AT A DISCOUNT AND CASH- 
Future SPREAD NARROWING* 



































Cash Transaction Pace De Future Transaction Price per Co pee Fomnt 
Bought No. 2 red} $1.10 | Sold Chicago De-| $1.20 | 10 off December 
winter on track cember, October 
country, October 1 I 
Chicago equivalent.} $1.23 $1.20 | 3 0n December 
Sold No. 2 red winter} $1.22 | Bought Chicago} $1.21 1 on December 
Chicago, October December, Octo- 
ORs awanentaqess ber 25 
Country equivalent..| $1.09 $1.21 | 12 off December 
Gain (+) or loss (—)} + .12 — .o1 
Net of cash and fu- 
rik cts cyte eames + .11 (8 cents freight, 3 cents cost of handling) 








* Cf. Table V. 


TABLE XIII 


SELLING HEDGES WITH FUTURES AT A DISCOUNT AND NEGATIVE 
CasH-FuUTURE SPREAD BECOMING A POSITIVE 


CasH-FuTuRE SpREAD* 



































Cash Transaction Pelee es Future Transaction gly Cee Sat 
Bought No. 2 red} $1.10 | Sold December fu-| $1.20 | 10 off December 
winter on track ture, October 1 
country, October 1 
Chicago equivalent..| $1.23 $1.20 | 3 on December 
Sold No. 2 red winter} $1.21 | Bought Chicago} $1.22 1 off December 
Chicago, October December future, 
We isacnkeannnee October 25 
Country equivalent..} $1.08 $1.22 | 14 off December 
Gain (+) orloss (—)| + .11 — .02 
Net of cash and fu- 
Wo aeicuncke + .o9 (8 cents freight and 1 cent cost of handling) 








* Cf. Table VI. 
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ture spreads is equivalent to the widening of negative cash-fu- 
ture spreads, and vice versa. The narrowing or widening of the 
Chicago spreads in the succeeding illustrations, therefore, will 
not produce a corresponding narrowing or widening of the coun- 
try buying equivalents, as in the foregoing tables, but the re- 
verse—the narrowing or widening of the Chicago spread being 
accompanied respectively by a widening or narrowing of the 
country buying equivalents. See Table XIII. 


TABLE XIV 


Buyinc HEDGES WITH FUTURES AT A DISCOUNT AND 
CaSH-FUTURE SPREAD NARROWING* 











Price per Future Transaction Price y Seen net 


Cash Transaction Bushel Bushe 





Sold No. 2 red winter} $1.23 | Bought Chicago) $1.20 | 3 on December 























Chicago, October 1 December future, 
October 1 

Country equivalent..; $1.10 $1.20 | 10 off December 
Bought No. 2 red} $1.09 | Sold Chicago De-| $1.21 | 12 off December 

winter on track cember future, 

country, October 1 October 1 | 
Chicago equivalent..} $1.22 $1.21 1 on December 
Gain (+) orloss(—)| + .14 + .o1 











Net of cash and fu- 


aukceckesaas + .15 (8 cents freight, 3 cents handling, 4 cents profit) 


= 
a 








* Cf. Tables VIII and XII. 


Buying hedges with spreads narrowing—With buying 
hedges these conditions are exactly reversed, as appears from 
Tables XIV and XV. 

Selling and buying hedges with spreads widening.—The 
widening of the spread tends to produce gains for the selling 
hedgers and losses for the buying hedgers, or the reverse of the 
situation with futures at a premium. See Tables XVI and XVII. 


RELATIVE SIGNIFICANCE OF SELLING AND BUYING HEDGES 


With futures at a premium the selling hedger will profit from . 
a narrowing of the cash-future spread, and lose if the spread 
widens, while the opposite will be true of the buying hedger. If 
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the future is at a discount under the cash, however, a narrowing 
of the cash-future spread will produce a loss for the selling hedg- 


TABLE XV 


Buyinc HEDGES WITH FUTURES AT A DISCOUNT AND NEGATIVE 
CasH-FuTURE SPREAD BECOMING A POSITIVE 


CasH-FuTURE SpREAD* 























Cash Transaction Pace per Future Transaction P. rice per vat pread 
Sold No. 2 red winter} $1.23 | Bought Chicago) $1.20 | 3 on December 
Chicago, October 1 December future, 
October 1 
Country equivalent..| $1.10 $1.20 | 10 off December 
Bought No. 2 red} $1.08 | Sold Chicago De-| $1.22 | 14 off December 
winter on track cember future, 
country, October 5 October 5 
Chicago equivalent..} $1.21 $1.22 | 1 off December 
Gain (+) or loss (—)} + .15 + .02 














Net of cash and fu- 





a 


profit 


.17 (8 cents freight, 3 cents handling costs, 6 cents 
fi 





* Cf. Tables [IX and XIII. 


TABLE XVI 


SELLING HEDGES WITH FUTURES AT A DISCOUNT AND THE 
CasH-FUTURE SPREAD WIDENING* 























Cash Transaction Price pet Future Transaction Price par ee pread 
Bought No. 2 red} $1.10 | Sold Chicago De-| $1.20 | 10 off December 

winter on track cember future, 

country, October 1 October 1 
Chicago equivalent..} $1.23 $1.20 | 3 0n December 
Sold No. 2 red winter} $1.21 | Bought Chicago} $1.16 | 5 on December 

Chicago, October December future, 

Di ckeveweseawe October 25 
Country equivalent..} $1.08 $1.16 | 8 off December 
Gain (+) orloss(—)| + .11 + .04 














Net of cash and fu- 





(8 cents freight, 3 cents handling costs, and 4 cents 


profit) 





*Cf Table VII. 
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er and a gain to the buying hedger; and the reverse will be true 
if the spread widens. 

The significance of these conditions lies in the fact that the 
great bulk of initial hedging transactions are usually on the sell- 
ing rather than the buying side of the market. This is commonly 
the case with merchants. It is also largely true of the hedges of 
manufacturers, though less predominantly so than of those of 
merchants. 


TABLE XVII 


Buytnc HEDGES WITH FUTURES AT A DISCOUNT AND THE 
CasH-FuTURE SPREAD WIDENING* 








Cash Transaction Paice Der Future Transaction P yice Der an + ra 





Sold No. 2 red winter} $1.23 | Bought Chicago) $1.20 | 3 on December 
































Chicago, October 1 December future, 
October 1 
. 

Country equivalent..} $1.10 $1.20 | 10 off December 
Bought No. 2 red! $1.16 | Sold Chicago De-| $1.24 | 8 off December 

winter on track cember future, 

country, October 5 October 5 
Chicago equivalent..| $1.29 $1.24 | 5 on December 
Gain (+) or loss (—)| + .07 + .04 
Net of cash and fu- 

Ds vaeunsanes + .11 (8 cents freight, 3 cents handling) 

* Cf. Table X. 


Merchants’ hedges.—It is logical to expect that the great 
bulk of merchants’ original hedges will be on the selling rather 
than the buying side. This is because it is the function of the 
merchant to assemble, store, and carry the commodities pro- 
duced until such time as they may be required by manufacturing 
or other consumers. In the case of most agricultural staples this 
involves relatively large cash purchases in the early part of the 
crop year, the great bulk of each of the agricultural crops being 
marketed by producers within the first four or five months after 
the harvest. 

Throughout the greater part of the crop year, therefore, the 
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merchant’s purchases and stocks of cash are likely to exceed his 
sales or contracts, with the result that he is normally a selling, 
rather than a buying, hedger.®° This does not, of course, mean 
that the merchant does not sell grades and qualities that he does 
not own, protecting himself by the purchase of futures. On the 
contrary, he does this frequently and there are often times— 
particularly, perhaps, in short crop years—when the merchant 
may be a buying rather than a selling hedger, having sold, or 
contracted for sale, larger quantities than he owns. Initial buy- 
ing hedges of merchants, however, are more likely to be pre- 
dominant in the months immediately prior to the marketing of 
the new crop than at any other season. At this time the mer- 
chants’ stocks are low and commitments made for forward de- 
livery must usually (if the merchant hedges) be covered in part 
at least by purchases of futures.° If the prospect is that the new 
crop will be short, the volume of mill orders is likely to be ex- 
ceptionally heavy and the merchant’s initial buying hedges cor- 
respondingly large.’ Except during such a year, however, the 
merchant’s position in futures is usually predominantly short; 
that is, his open sales of futures exceed his open purchases of 
futures. This situation is illustrated in Table XVIII, which 
shows bimonthly for the three crop years, 1919-20 to 1921-22, 
the combined net future position of three of the then largest 


*“The producer [of cotton] normally has his whole crop ready for the 
market between September and December and wants to sell it. The spinner 
normally is not disposed to buy his whole year’s requirements during that short 
period. Hence the middleman normally must buy more cotton during that period 
than he can sell to spinners.” Anderson, Clayton & Company, What Is Wrong 
with the Cotton Business, statement submitted to the Subcommittee of the Sen- 
ate Committee on Agriculture and Forestry investigating the cotton trade (March 
12, 1928). Part I, p. 7. 


*“TIn like manner, he [the merchant] normally must sell cotton to the 
spinners before the producer has it ready for market, because the spinners have 
to sell yarn and goods when their customers are ready to buy.” Ibid. 


*“In such abnormal seasons the autumn surplus of offerings over orders 
fails to materialize... . . If the result is an actual excess of mill orders over 
offerings, his [the merchant’s] function and usually his best interest is to go short 
of the “basis,” i.e., book the mill orders and buy futures.” Jbid., p. ro. 
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spot cotton merchants at New York, and at New York, New 
Orleans, and Liverpool combined.*® 


TABLE XVIII 


Brmontuty Net Futures Position (OPEN TRADES) OF THREE LARGE Spot 
Cotton MERCHANTS AT NEw YORK, AND NEW YorK, NEW ORLEANS, 


AND LiIvERPOOL COMBINED, CROP YEARS 1919-20 TO 192I-22* 


(In Hunpreps or Bates: Itatic Type, SHORT; ROMAN Type, LONG) 


























1919-20 1920-21 1921-22 
DaTE 

New Three New Three New Three 
York | Markets| York | Markets| York | Markets 
0 ERE Cire ee 1,615 | 1,432 387 7° | 4,037 | 4,157 
er ee 1,539 | 1,376 743 736 | 3,802 | 4,139 
rrr 1,579 | 1,307 714 754 | 3,525 | 45335 
er 1,913 | 1,604 399 47° | 3,351 | 4,436 
eee 2,450 | 2,197 69 170 | 2,881 | 4,077 
YT eee 2,959 | 2.457 95 III | 2,885 | 4,008 
er 2,687 | 2,227 41 138 | 2,523 | 3,626 
PUNE BB on cn cncasieses 2,398 | 1,868 352 214 | 2,215 | 3,423 
TS RP ee 2,635 | 2,030 547 4II | 2,100 | 3,207 
EE SR eideekadin cena 2,889 | 2,033 | 1,014 646 | 1,838 | 3,310 
ere ree 2,548 | 2,229 | 1,502 | 1,135 | 1,352 | 2,818 
cchwiienew onns ss 2,226 | 1,996 | 2,706 | 2,450 720 | 1,870 
re 1,833 | 1,572 | 2,918 | 2,811 927 | 2,160 
a ee 1,685 | 1,364 | 2,72 2,615 542 | 2,090 
0 8 eee 1,536 | 1,125 | 2,509 | 2,752 838 | 2,444 
DN cin cance makeche ee 1,156 708 | 2,518 | 2,916 717 | 2,241 
eee er ere 1,152 534 | 2,638 | 3,116 | 1,011 | 2,205 
DE isireavaneneae en bates 658 195 | 2,969 | 3,509 | 2,110 | 2,590 
Se oe ne 313 214 | 3,410 | 4,041 | 3,489 | 3,646 
ES Ee aera 207 233 | 3,678 | 4,346 | 4,018 | 4,189 
i. bana ta eee as 53 135 | 3,889 | 4,516 | 3,662 | 3,055 
OS SE eae eee 256 37 | 3,515 | 3,084 | 2,074 | 2,634 
I ari acaiaernnaiamau acksla 319 53 | 3,675 | 3,767 | 1,961 | 2,42I 
Ef ee ee cere 238 27 | 3,928 | 4,026 | 1,938 | 2,165 
Net average sales, open...| 1,463 | 1,206 | 1,756 | 1,890 | 2,275 | 3,177 

Average sales (transactions) 
per month at New York....| 2,344 |....... a 2? eee SS Ce 

Ratio of open trades to sales 
per month at New York....| 0.62 |....... 0.53 ee 














* Appendix, Table XI, Federal Trade Commission Report on the Cotton Trade, Part I, p. 280. 
t Net open trades at July 31, 1919, were: New York, 1,922; three markets, 1,628. 


* These data are subject to the qualification that they are not quite com- 
plete. One merchant returned only the New York data, his New Orleans and 


Liverpool trades being “not very large. 


” 


The branch house futures are not in- 


cluded in the case of another house and a negligible quantity of Havre futures 
have been disregarded. Despite these omissions the compiled totals may be re- 
garded as representative of the use of futures by these cotton merchants. F.T.C. 
Report on the Cotton Trade, Part I, p. 220. 
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Table XVIII shows that the net open interests of these three 
merchants were substantially always on the short side both at 
New York and in total. In other words, these merchants were 
always primarily selling hedgers. The average sold open inter- 
est of these merchants at New York alone on these days was 
146,000 bales in 1919—20, 176,000 bales in 1920-21, and 228,000 
bales in 1921-22. The peaks of these sold open interests, it will 
be noted, were practically double these averages in each year. 

Manufacturers’ hedges ——In the hedging of manufacturers 
and other consumers, however, initial hedge purchases are per- 
haps more common than initial hedge sales of futures. In some 
cases the manufacturer’s storage capacity may be limited and he 
may not buy any appreciable quantity of raw materials without 
orders in hand, in which case he will employ only buying hedges 
initially. Even though he has considerable storage capacity, 
moreover, he frequently receives contracts or orders for goods 
which are far in excess of the quantity which can be manufac- 
tured from his stocks, and again he will buy futures to cover the 
difference until he can buy in the cash. On the other hand, most 
manufacturers possess at least some storage capacity, and often 
large amounts. Frequently, therefore, they buy large quantities 
of materials in advance of sales or contracts for the finished 
product. Some southern cotton mills, for example, buy spot cot- 
ton heavily early in the fall partly because they think that prices 
will on the average be lower at that season than later and partly 
because they believe that better cotton is procurable when the 
crop first comes on the market. In such cases it is evident that 
the initial hedges placed will be on the selling rather than the 
buying side. 

Even in the case of the manufacturer, therefore, initial hedg- 
ing transactions are frequently on the selling side; and in the 
case of the manufacturer with any considerable storage capacity, 
his position may at any particular time be either long or short of 
futures, depending upon the relation existing between his cash 
purchases of stocks and contracts for raw materials and his 
stocks, sales and contracts for sale of the finished product. This 
is indicated by Table XIX, which shows the net position of the 
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Washburn-Crosby Company on November 29 or 30 in six dif- 
ferent years. 

Some further evidence of the proposition that initial hedges 
are normally likely to be on the short side rather than on the 
long® is contained in the Report of the Grain Futures Adminis- 


TABLE XIX 


RELATION OF FUTURE COMMITMENTS TO STOCKS AND SALES OF WHEAT 
AND FLOUR FOR THE WASHBURN-CROSBY COMPANY, AS OF THE 
CLOsE OF NOVEMBER, 1913 TO 1921* 

(ALL QuANTITIES BUSHELS OR EQUIVALENTS) 








Per Cent 
Wheat Futures Total§ Net Flour Su aoe “Surplus” 


Year Purchasest} Contractst Sales et } To 1 
Ts ‘ota. ” 





November 29, 1913..| 7,336,816|1,004,000 bought} 8,340,816] 8,345,942] 5,126 short 0.06 
November 30, 1914..| 7,481,964] 777,000 sold...| 6,704,964] 6,558,408/146,556 long 2,19 


November 30, 1915..| 7,205,1096/5,396,000 bought/12,601, 196/12,630,815] 29,619 short -24 
November 30, 1916..| 8,574,369/3,282,000 sold...| 5,292,369] 5,306,284] 13,915 short -26 
November 30, 1920..| 5,064,484/1,196,000 bought/ 6,260,484] 6,279,412] 18,928 short «30 


November 30, 1921../10,964,544/6,966,500sold...| 3,998,044] 3,766, 786/231, 258 long. 5.78 























* Table IV, Federal Trade Commission Report on the Effects of Future Trading, p. 55. 

t Statement of wheat purchases in al] positions. 

¢ Statement of future contracts, sometimes referred to as options, either bought or sold. 

§ Net result of columns 1 and 2. 

|| Quantity of wheat short or long after deducting flour sales from the total wheat stocks (column 
3) plus flour st 

The last four footnotes describe the columns to which they relate, substantially in the words of 
F. M. Crosby. Column 4 is derived according to the relations of the figures as described; flour stocks, 
according to footnote ||, are ap mee apart flour sales, hence the “net” in the caption of Column 4. 
Column 6 is also computed and included. The data are from Federal Trade Commission Hearings on 
Market Manipulation of Grain, p. 990, but are also printed, except for the rar 1921, in Future Trading 
Hearings Before the Committee on Agriculture, House of Representatives, 661. Congress, 3d Session, p. S44, 
and Future Trading in Grain Hearings before the Committee on Agriculture and Forestry, United Sia 
Senate, 67th Congress, 1st Session, p. 191. 


tration on Fluctuations in Wheat Futures (see Table XX). This 
report shows the average daily net position of various groups of 
traders in the 1926 May wheat option for the months of January, 
February, March, and April. One of these groups is composed 
of sixty-two terminal elevator milling and exporting interests. 
Although this group bought 132,275,000 bushels of May and 
sold only 103,791,000 bushels, the daily net open was a short in- 
terest of 25,970,000 bushels for the four months.*° 

The gradual reduction of the large average daily net open of 


° With qualifications with reference to spreading operations undertaken in 
connection with hedging. 

” Grain Futures Administration Report on Fluctuations in Wheat Futures, 
69th Cong., rst Sess., p. 25 
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35,896,000 bushels in January to only 9,550,000 in April should 
be noted, as this reduction accounts largely for the excess of 
purchases of futures over sales, indicating the undoing of the 
May hedges as cash grain (or flour) was sold. 

The character of the hedging operations of merchants and 














TABLE XX* 

VoLumeE or TRADING Averace Darty Postrion 

(THOUSANDS OF BUSHELS) (THOUSANDS OF BUSHELS) 
Bought Sold Long Short Net Open 
TE isccnasssek See 22,855 1,271 37.167 |—35,806 
February............| 35,640 32,349 2,678 33,673 |—30,905 
 haevateneawwe 51,515 36,660 2,905 24,167 |—21,262 
eer 19,377 11,927 2,556 12,113 |— 9,557 




















Tobie en pte geeee Report on Fluctuations in Wheat Futures, 69th Cong., 1st Sess., 
manufacturers described appears to warrant the conclusion that 
to be of maximum service for hedging operations, futures should 
be at a premium over, rather than at a discount under, cash. De- 
spite this conclusion, however, there are some indications, a dis- 
cussion of which lies outside the scope of this article, that dis- 
counts of futures under cash have increased in recent years, at 
least in grain and cotton. What the effect of further develop- 
ments of the tendency to discounts may have on the marketing 
of these crops is an interesting question. 
W. H. S. STEVENS 








JUDICIAL CONSTRUCTION OF THE MEANING OF 
“UNFAIR METHODS OF COMPETITION” 


I 


T IS a difficult but important matter in the art of legislation 
to strike a proper balance between statutory specification 
and judicial discretion. If the legislative mandate is con- 

veyed by a broad, general formula, the courts have a latitude 
in construing and applying the act which promotes confusion 
and uncertainty, for a time at least. If the specifications of the 
act are detailed and exhaustive, the enforcement of the act may 
become rigid, inelastic, and ill-adjusted to the multifarious cir- 
cumstances of real life. These two alternatives frequently con- 
front the draftsmen of legislation. The choice between them 
cannot be made on general principles alone, but must depend 
on all the circumstances involved in the particular case under 
consideration. 

In drafting section 5 of the Federal Trade Commission Act, 
Congress deliberately chose the alternative, wide judicial dis- 
cretion. As finally worded, the section declares that “unfair 
methods of competition in commerce are hereby declared ille- 
gal.” The methods to be deemed unfair are not enumerated, nor 
is the formula otherwise defined or explained.’ Partly because 
of inability to agree on just what practices should be prohibited, 
partly because of a desire to secure greater flexibility and com- 
prehensiveness than any mere enumeration of objectionable 
practices could effect, the legislators left the matter vague, on 
the theory that the Commission—and ultimately the courts— 
could best define the scope of the law in the light of a general 
mandate such as this.’ In short, Congress “passed the buck.” 


* The only thing in the entire Act that might possibly be held to shed light 
upon the meaning of the formula is the provision that the Commission shall 
take action under section 5 “if it shall appear to the commission that a proceed- 
ing by it in respect thereof would be in the interest of the public.” 


?See Henderson, The Federal Trade Commission, pp. 33-38. Also the re- 
port of the Senate Committee on Interstate Commerce, Cong. Rec., LI, 11090. 


5° 
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The statute made the courts the final arbiters of the mean- 
ing of “unfair methods of competition.”* Thus it was that they 
found themselves confronted with the necessity of reading some 
definite meaning into this vague phrase, with no more guidance 
than they were able to obtain from the analogies of the common 
law, their own notions of expediency and public policy, and 
their views or assumptions as to the intent of Congress. It is 
not surprising that under the circumstances confusion and disa- 
greement have resulted. Even today, after more than fifty de- 
cisions concerning the meaning and application of section 5,‘ a 
subtantial degree of uncertainty still prevails and may be ex- 
pected to continue for some time to come. 

It is not our purpose here to attempt a comprehensive and 
balanced appraisal of the activities of the courts under the Act. 
Rather, we have selected a few fundamental issues that have 
arisen in the interpretation of the Act, particularly of section 
5, with a view to showing what radical disagreements on crucial 
questions are possible when the courts are confronted with so 
vague a mandate. The results should be of considerable signifi- 
cance in their bearing on the general problem of the proper di- 
vision of labor in lawmaking between the legislature and the ju- 
diciary. 

Obviously, the various phases of the interpretation of “un- 
fair methods of competition” are closely interrelated, but for 
the sake of convenience we shall consider them in the form of 
four separate questions: (1) Does the prohibition of section 5 
include competitive practices not actionable under the common 
law of “unfair competition”? (2) Does the Commission have 
jurisdiction under section 5 over controversies involving prac- 
tices which affect merely the individual competitors concerned? 
(3) Is the test of illegality under section 5 the existence of fraud, 
of restraint of trade, or of both? (4) Is the test of restraint of 
trade for section 5 the same as for the Sherman Act? 

* It is assumed that the reader is familiar with the provisions of the Act giv- 
ing the courts a power of review over the Commission’s orders. 


* Cases have been adjudicated in all of the nine circuit courts of appeals and 
in the Supreme Court, which has jurisdiction on certiorari. Ten decisions under 
this section have been handed down by the Supreme Court (June, 1927). 
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II 


The term “unfair competition,” as understood by the com- 
mon law, applies to a fairly definite range of trade practices, 
most of which are tinctured with fraud, misrepresentation, or 
dishonesty. For example, the law condemns the “passing off” 
of goods for those of a competitor, disparaging a competitor’s 
wares or reputation, inducing a breach of a competitor’s con- 
tracts, and the like. The law of unfair competition is ordinarily 
a basis of private actions only, and requires a showing of private 
injury to sustain a suit. The fact that the courts may take judi- 
cial cognizance of public interest in deciding cases of unfair 
competition serves, no doubt, to widen the range of practices 
that will support an action, but it does not alter the fundamental 
fact that the law deals with controversies between specific indi- 
viduals. 

If the Federal Trade Commission, in enforcing section 5, is 
restricted to practices offensive to the common law it is given 
no jurisdiction that the courts do not have and is doomed to be 
merely an administrative supplement to the courts in the en- 
forcement of the same substantive law. To make matters worse, 
its procedure is but ill suited to the type of cases the courts han- 
dle.’ It seems incredible that Congress could have intended that 
section 5 should be so narrowly construed; and in fact the legis- 
lative history of the Act shows, if it shows anything clearly, that 
such was not the intent.° 

Certainly the Commission has not so construed its own pow- 
ers. In the language of its annual report for 1919: 

Previous to the creation of the Commission the courts had ruled upon 
various forms of unfair practices. Their decisions are designated as cases 
arising under the common law. But upon the creation of the Commission it 
was empowered to leave the shores defined by the common law and, taking 


the knowledge of those decisions with it, to embark upon an uncharted sea, 
using common sense plus the common law for its compass.’ 


*See Henderson, op. cit., pp. 87, 88. 
* Ibid., chap. i. See also the dissenting opinion in L. B. Silver Co. vs. Fed- 
eral Trade Commission, 289 Fed. 992. 


"Ta, 














“UNFAIR METHODS OF COMPETITION” 53 


Despite this, the courts disagreed on the question. The view 
that the Commission’s orders are restricted to common-law of- 
fenses was expressed first by Judge Buffington, speaking for the 
Circuit Court of Appeals for the Third Circuit. Arguing that 
the Commission’s jurisdiction under section 5 is similar to that 
of a court under common law, he concludes that the power of re- 
viewing the Commission’s orders is identical with the court’s 
power of reviewing the decrees of the lower courts on the same 
subjects. ““Manifestly,” he observes, “Congress did not mean to 
confer upon the Trade Commission the power to grant injunc- 
tions in cases of business competition where the courts would 
not be justified in granting injunctions.” Accordingly, the order 
of the Commission is tested by common-law standards and com- 
pared with common-law decrees, and forthwith vacated. 

A similar view appears to be taken by the Circuit Court of 
Appeals for the Seventh Circuit in its second case on the sub- 
ject. We quote Judge Page in his opinion for the court: “While 
the exact words ‘unfair methods of competition’ have not been 
frequently, if at all, used in the decisions, yet ‘unfair competi- 
tion’ and ‘unfair trade’ have been repeatedly the subject of con- 
sideration and discussion by federal and state courts, and sev- 
eral times in this circuit.” After citing several common-law 
decisions, he continues, “It is not conceived that Congress, 
which laid down no definition whatever, intended to either limit 
or extend the matters which constituted unfair competition 
prior to the passage of the Clayton Act.” Holding that the Com- 
mission had shown in the case at bar no violation of common 
law, the court annulled the order. 

Other judges took the contrary view, that the Commission is 
not circumscribed by the common-law rules of unfair competi- 
tion. This is perhaps nowhere better stated than by Judge Baker 
in his opinion in the case of Sears Roebuck & Company vs. Fed- 
eral Trade Commission, the first case under section 5 to come 
before the courts: 


® Curtis Publishing Co. vs. F.T.C., 270 Fed. 908. 
* Kinney-Rome Co. vs. F.T.C., 275 Fed. 666. 
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On the face of the statute the legislative intent is apparent. The com- 
missioners are not required to prove that any competitor has been damaged 
or that any purchaser has been deceived. The commissioners, representing 
the government as parens patriae, are to exercise their common sense, as in- 
formed by their knowledge of the general idea of unfair trade at common 
law, and stop all those trade practices that have a capacity or tendency to 
injure competitors directly or through deception of purchasers, quite irre- 
spective of whether the specific practices in question have yet been de- 
nounced in common-law cases.?° 


The Supreme Court gave no support to the contention that 
the scope of section 5 is identical with that of the common law 
of unfair competition, and the view had accordingly to be aban- 
doned by the lower courts that had adopted it as a rule of law.” 


III 


The second question—in reality only another phase of the 
first—is whether the Commission has jurisdiction over contro- 
versies involving practices which affect merely the individual 
competitors concerned, controversies of the kind that give rise 
to typical common-law suits for unfair competition. The Com- 
mission’s own answer has been in the affirmative, as evidenced 
by its orders in cases of this kind.** The courts, again, have dis- 
agreed. 

The negative view is represented by the opinion of Judge 
Ward in the first case involving section 5 to come before the 
Circuit Court of Appeals for the Second Circuit (New York): 

It seems to us that unfair methods of competition between individuals 
are not contemplated by the Act. Congress could not have intended to sub- 
mit to the determination of the commission such questions as whether a 
person, partnership, or corporation had treated or bribed the employes of a 
competitor for the purpose of inducing them to betray their employer 


258 Fed. 307 (C.C.A. 7). This opinion seems difficult to reconcile with 
that in the case just cited. Both cases were adjudicated by the same court. The 
difference may be explained, at least in part, by a change in the personnel of 
the bench. Only one of the three judges sat in both cases. 


“Of the Supreme Court decisions, see, for example, F.7.C. vs. Gratz, 253 
US. 421; F.T.C. vs. Beech-Nut Packing Co., 257 U.S. 441; F.T.C. vs. Winsted 
Hosiery Co., 258 US. 483; and F.T.C. vs. Curtis Publishing Co., 260 U.S. 568. 

* See, e.g., Juvenile Shoe Co. vs. F.T.C., 289 Fed. 57; and John Bene & 
Sons vs. F.T.C., 299 Fed. 468. 
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As we think there is no evidence to support any general practice of the re- 
spondents . . . . and that the commission has no jurisdiction to determine 
the merits of individual controversies, the order is reversed.** 


This position was reaffirmed and amplified by the same 
court in a later case.** It was also vigorously championed by 
Judge Denison of the Circuit Court of Appeals for the Third 
Circuit in a dissenting opinion. Buttressing his contention by 
references to the legislative history of the Act, he concludes, 
“There was universal agreement [in Congress], frequently ex- 
pressed that the bill was not intended to reach private contro- 
versies between rival traders.”** 

On the other hand, the Circuit Court of Appeals for the 
Ninth Circuit, in upholding an order of the Commission against 
the “passing off” of goods for those of a particular competitor, 
the classical instance of an individual controversy, apparently 
regarded the Commission’s jurisdiction to be clear beyond argu- 
ment.** 

The deliverances of other courts on this point are lacking in | 
definiteness. The Supreme Court has not passed upon the issue, 
beyond denying certiorari in the Juvenile Shoe Company case, 
and the matter still remains open to disagreement among the 
circuit courts. 

IV 

The third question concerns what may be called, for want 
of a better characterization, the standard or criterion of illegal- 
ity under section 5. Briefly, one may say that three different 
opinions have emerged as to the essential nature of “unfair 
methods of competition.” It has been held that in order to come 
within the meaning of section 5 a trade practice must actually, 
or by probable tendency, restrain trade and produce monopoly, 
and that this alone constitutes its illegality. A second view is 
that section 5 was aimed only at fraudulent practices, hence that 
fraud is the sine qua non of unfairness. The third conception 


* Gratz et al. vs. F.T.C., 258 Fed. 316. 

™ New Jersey Asbestos Co. vs. F.T.C., 264 Fed. 509. 
* L. B. Silver Co. vs. F.T.C., 289 Fed. 996. 

* Juvenile Shoe Co. vs. F.T.C., 289 Fed. §7. 
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of the application of the section is that it covers both fraud and 
restraint of trade, and that either of these offenses may alone be 
sufficient to sustain an order to “cease and desist.” 

The most thoroughgoing exposition of the first position, that 
restraint of trade and monopoly are the abuses aimed at in sec- 
tion 5, is to be found in a dissenting opinion by Judge Denison 
in the case of L. B. Silver Company vs. Federal Trade Commis- 
sion.” He supports his contention by copious quotations from 
the Congressional Record, and after a painstaking review of the 
legislative history of the Act, concludes: 


A study of the Congressional Record convinces me that the Federal 
Trade Commission Act . . . . was wholly collateral te the Sherman and 
other anti-trust acts, and that the “unfair methods of competition” intended 
to be reached by section 5 are only such methods as tend toward that mo- 
nopoly or restraint of competition which the anti-trust acts prohibit... . . 


This review leads me to the conclusion . . . . that the jurisdiction of the 
Commission is limited to those situations indicating at least a substantial 
tendency to restraint of trade or monopoly. ... . The Sears Roebuck 


case was typical of the class which, in my judgment, was not intended to 
be brought within the act.?® 


Support of this position by another judge, this time in the 
majority, is to be found in the opinion of Judge Woolley in 
Standard Oil Company vs. Federal Trade Commission: “There- 
fore in determining whether given acts amount to unfair method 
of competition within the meaning of the Federal Trade Com- 
mission Act ... . the only standard of legality with which we 
are acquainted is the standard established by the Sherman Act 
in the words ‘restraint of trade or commerce’ and ‘monopolize or 
attempt to monopolize’ and by the courts in construing the Sher- 
man Act..... re 

The second view of the scope of section 5, that it prohibits 
only fraudulent practices, is set forth by Judge Page in a series 
of cases before the Circuit Court of Appeals for the Seventh 
Circuit, beginning in Kinney-Rome Company vs. Federal Trade 


* 289 Fed. 992 (C.C.A. 6). 


** 258 Fed. 307. This case involved alleged misrepresentation in advertising. 
The Commission’s order against it was upheld, with slight modifications. 


*” 282 Fed. 87. 
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Commission.”® We have previously considered his argument in 
this case that section 5 is identical in scope with the common 
law.** From this premise he deduces logically enough that if 
fraud is required for unfair competition at law, it is the test of 
illegality under the Federal Trade Commission Act, and that 
“there must be some fraud in trade that injures a competitor 
or lessens competition before it can be said that there has been 
used an ‘unfair method of competition.’ ” 

At the next opportunity,”* Judge Page reaffirmed this posi- 
tion, concluding, “We are of the opinion that Congress did not 
intend . . . . to do more than eliminate the almost infinite 
variety of fraudulent practices from business in interstate com- 
merce.””** 

Other courts have avoided commitments on the subject or 
have assumed that the Act was directed at fraudulent or decep- 
tive practices and restraint of competition alike. This appears 
to be the view of the Supreme Court.** In accordance with this 
double standard of unfairness, it has upheld the Commission’s 
orders against practices characterized by dishonesty or misrep- 
resentation,” as well as against practices in restraint of trade.” 


V 


There remains the question whether the standard of illegal- 
ity for a restraint of competition is the same for section 5 as for 
the Sherman Act. In reality there are two questions: (1) May 
restraints of competition violate section 5 when they do not vio- 
late the Sherman Law? (2) Do violations of the Sherman Act, 


275 Fed. 666. * Supra, p. 53. 

™ Sinclair Refining Co. vs. F.T.C., 276 Fed. 687. 

* Compare the statement of Judge Manton in National Biscuit Co. vs. 
F.T.C., 299 Fed. 739 (C.C.A. 2): “Congress intended to eliminate all varieties 
of fraudulent practices from business in interstate commerce,” or that of Judge 
Rogers of the same court in Royal Baking Powder Co. vs. F.T.C., 281 Fed. 753: 
“The purpose of Congress in creating the Federal Trade Commission was aimed 
at just such dishonest practices” (misbranding gocds). 

**See F.T.C. vs. Gratz, 253 U.S. 427. 

*E.g., F.T.C. vs. Winsted Hosiery Co., 258 U.S. 483. 

*E.g., F.T.C. vs. Beech-Nut Packing Co., 257 US. 441. Also F.T.C. vs. 
Pacific States Paper Trade Association, 71, L. ed., p. 321, Advance. 
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involving methods of competition, become, ipso facto, violations 
of section 5? 

It has been generally conceded by the courts, in principle, 
that the Federal Trade Commission Act was intended to reach 
restraints of trade in their incipiency, before they become ac- 
tionable under the anti-trust acts. The Commission’s action was 
to have been preventive, rather than remedial. It so happens, 
however, that all of the Commission’s orders against restraints 
not condemned by the anti-trust acts have been voided by the 
courts.” On the other hand, with two possible exceptions,”* all 
of its orders against practices previously condemned under the 
anti-trust laws have been upheld.*® These decisions are the most 
significant answer to the first question up to date, though not 
necessarily final. 

As to whether competitive methods violative of the Sherman 
Law. are ipso facto unfair methods of competition within the 
scope of section 5, no express and unequivocal answer is dis- 
cernible in the judicial opinions. Many of the courts have ap- 
parently assumed, though they may not have explicitly stated, 
that in restraint cases under section 5 Sherman Law precedents 
are valid and conclusive, that a violation of the Sherman Act is 
a fortiori a violation of the Trade Commission Act. Nowhere 
have they drawn a clear distinction between restraints of trade 
which constitute an “unfair method of competition” and re- 
straints which do not. In the absence of express declarations we 
quote their opinions with a measure of reservation. There are 
apparent differences of view, however, which are of interest in 
this connection as illustrations of the uncertainty which prevails. 

* See, e.g., the “tying clause” cases, Gratz vs. F.T.C., 258 Fed. 314 and 253 
U. S. 421; Sinclair Refining Co. vs. F.T.C., 276 Fed. 686 and 261 U. S. 463. See 
also Raymond Brothers—Clarke Co. vs. F.T.C., 280 Fed. 529 and 263 U. S. 565. 

* American Tobacco Co. vs. F.T.C., 9 Fed. 2d 570; 274 U.S. 543; 47 Sup. Ct. 
663; and Eastman Kodak Co. vs. F.T.C., 7 Fed. 2d 994, 274 U. S. 619; 47 Sup. 
Ct. 688. 

*E.g., Beech-Nut Packing Co. vs. F.T.C., 264 Fed. 885 and 257 U.S. 441; 
National Harness Manufacturers’ Assoc. vs. F.T.C., 268 Fed. 705; Wholesale 
Grocers’ Assoc. of El Paso vs. F.T.C., 277 Fed. 657; Western Sugar Refining Co. 
vs. F.T.C., 275 Fed. 725; Southern Hardware Jobbers’ Assoc. vs. F.T.C., 290 
Fed. 773; Pacific States Paper Trade Assoc. vs. F.T.C., 4 Fed. 2d 459 and 273 
US. 52. 
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We have already cited* the ‘opinion of Judge Woolley that 
“in determining whether given acts amount to unfair methods 
of competition within the meaning of the Federal Trade Com- 
mission Act . . . . the only standard of legality with which we 
are acquainted is the standard established by the Sherman Act. 

. .’ In a case before the Circuit Court of Appeals for the 
Fifth Circuit,** Judge Walker has expressed a similar view: 

It may well be inferred that the lawmakers, in using in the Trade Com- 
mission Act the words “unfair methods of competition in commerce,” in- 
tended to include concerted action to eliminate competition, in pursuance 
of what amounts to a conspiracy in restraint of trade or commerce among 
the several states, within the meaning of the Sherman Act. ... . We are 
of the opinion that the practices forbidden by the attacked order were “un- 
fair methods of competition in commerce” within the meaning of the pro- 
visions of section 5 of the Federal Trade Commission Act, because, in the 
circumstances disclosed, they were against the public policy evidenced by 
the Sherman Act. 


In an opinion for the Circuit Court of Appeals for the Sixth 
Circuit,** Judge Knappen appears to reach much the same re- 
sult: “The findings of fact being so supported, the commission’s 
order is, in our opinion, fully justified by the authorities to 
which attention has been called [all Sherman Law cases], in- 
cluding esepecially Eastern States Lumber Company vs. United 
States, supra, where a state of facts quite similar to that found 
here was held to amount to a violation of the Sherman Anti- 
Trust Act.” 

In another trade association case,** the court voided an or- 
der of the Commission against the use of certain price lists in 
interstate sales because it could not be shown that it “has such 
a tendency to fix prices or limit competition as to bring it within 
the condemnation of the Anti-Trust Act.’’** 

*° Supra, p. 56. 

™ Wholesale Grocers’ Assoc. vs. F.T.C., 277 Fed. 664. 

* National Harness Manufacturers’ Assoc. vs. F.T.C., 268 Fed. 712. 

* Pacific States Paper Trade Assoc. vs. F.T.C., 4 Fed. 2d 460 (C.C.A. 9). 


** The same court even went so far as to hold, in the case of Western Meat 
Co. vs. F.T.C., 1 Fed. 2d 98, that a mere acquisition of the capital stock of a 
competitor constituted an “unfair method of competition.” 
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We need not cite other opinions to the same effect, but turn 
rather to certain divergent, if not antagonistic, views expressed 
by the Circuit Court of Appeals for the Second Circuit. To 
quote from an opinion by Judge Hough:* 

The Commission then proceeds to take “judicial notice” of United 
States vs. Eastman Company (D. C.), 226 Fed. 62, and declares that the 
company’s action . . . . is “analagous” to what the courts condemned in 
the case “judicially” noticed. Whether any analogy exists is a matter about 
which opinions may differ, but the matter is unimportant, unless the fact 
that a company has violated the Sherman Act . . . . is evidence that it 
has also violated the Federal Trade Commission statute, which is not true. 


A similar view is expressed by Judge Rogers in his opinion 
for the court in American Tobacco Company vs. Federal Trade 
Commission: “The question here is not whether what has been 
done by the American Tobacco Company constituted a restraint 
of interstate commerce contrary to the Sherman Law, and 
therefore unlawful. The Federal Trade Commission is not 
clothed with jurisdiction to hear and determine that question in 
this proceeding. Its authority to make the order which it entered 
herein is restricted to matters of unfair competition.”** 

The Supreme Court has not yet made it clear whether a 
competitive practice may violate the Sherman Law without vio- 
lating section 5, and it can fairly be said that the matter is still 
subject to judicial disagreement.*’ 


VI 


The foregoing review of judicial opinions concerning the 
scope and meaning of “unfair methods of competition” is suffi- 
cient to show what opposite or variant conclusions may be 
drawn by the courts from the same statute when they are called 
upon to construe so vague and general a formula. We have lim- 
ited the review to broad problems of interpretation, to matters 
of principle, ignoring the multitudinous differences of opinion 


* Eastman Kodak Co. vs. F.T.C., 7 Fed. 2d 994. 
* 9 Fed. 2d 586 (C.C.A. 2). 


™See F.T.C. vs. Beech-Nut Packing Co., 257 U. S. 453, and F.T.C. vs. 
Eastman Kodak Co., 47 Sup. Ct. 688; 274 U. S. 619; also, F.7.C. vs. Pacific 
States Paper Trade Assoc., 273 U.S. §2. 
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which have arisen as to particular trade practices. It may be 
admitted that the application of a general provision of law to a 
variety of concrete situations is the proper function of the judi- 
ciary, without in any way prejudging the question as to whether 
the determination of such matters of principle as we have dis- 
cussed also falls within that function. 

It seems likely that if the legislative process is adapted to 
any part of lawmaking it is adapted to the prescription of the 
general rules, the broad outlines, of the law, leaving to the ju- 
diciary their application to particular circumstances. It can 
hardly be doubted that many of the problems that have arisen 
under section 5 are of a nature clearly susceptible of legislative 
determination. They concern matters which may be decided by 
a general rule, at the beginning. There is reason to believe that 
Congress, had it known what it wanted, could have gone far 
toward obviating many of the constructional difficulties that 
the courts have encountered. It could have indicated wheth- 
er the Commission was to have jurisdiction over strictly in- 
dividual disputes; whether “unfair methods of competition” 
was synonymous with unfair competition at common law; 
whether fraud or restraint of trade was to be the test of illegal- 
ity; whether section 5 was to cover all competitive practices 
violative of the Sherman Law, and like questions. It is difficult 
to see what benefits result from uncertainty on general and fun- 
damental issues such as these—unless, indeed, one prefers that 
the Supreme Court, rather than Congress, should determine the 
law even in its general outlines. 

It may be argued that such specifications do not belong in 
the statute itself, but that the legislative purpose should be clear- 
ly set forth for the guidance of the courts in the reports of the 
congressional committees concerned with the drafting or revi- 
sion of the bill. Such statements in committee reports are doubt- 
less highly valuable, but as a chief reliance in statutory con- 
struction they leave much to be desired. Reports of the various 
committees involved may be divergent or contradictory; mem- 
bers of one committee may be unable to agree on particular 
points; the debates on the floor may show opinions differing 
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from those of the reports. Of the final outcome it may be pos- 
sible to say no more with certainty than that the statute, bearing 
a particular phrasing, passed both houses. No clear mandate 
to the courts may be discoverable in the legislative history of 
the bill. 

Admittedly the difficulties in the way of deriving the intent 
of Congress in section 5 are exceptional, yet it does not appear 
from a perusal of the judicial opinions under it that matters 
would have been entirely remedied, given the present phrasing 
of the statute, even if the will of Congress had been clearly in- 
ferable from the legislative history of the bill as it is preserved 
in the Congressional Record. The numerous judges who have 
been called upon to interpret section 5 have been profuse in 
statements of congressional intent, but it is unusual to find ac- 
companying these statements any evidence that their views have 
been the fruit of research in legislative history. The more com- 
mon procedure seems to be for the judge to impute to Congress, 
without investigation, the conception which he happens to enter- 
tain as to what the law should mean. Obviously, it can scarcely 
be expected that judges, whose time is presumably otherwise 
occupied, should devote their days to laboriously delving into 
ancient documents in quest of the elusive “legislative intent.” - 
We can hardly rely on such research as an assurance that the 
will of the legislature, not expressed in the language of the stat- 
ute, will be carried into execution.** 

Even though Congress might have gone somewhat farther 
than it did in defining the general scope of section 5, it remains 
true that the mandate to the courts must necessarily be a broad 
one, allowing for great latitude of judgment in interpretation 
and application. Under such circumstances the actual course of 
judicial decisions may be influenced by the attitude of the courts 
toward the law, their sympathy with its purpose and with the 
commission engaged in executing it, much more than by the pre- 
cise formula chosen to convey the statutory mandate. If they 


* An instructive example of opposite conclusions drawn from actual study 
of congressional documents is afforded in the opinions in United States vs. 
Trans-Missouri Freight Assoc., 166 U. S. 290. 
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are friendly and are disposed to repose confidence in the judg- 
ment of the Commission, the mandate is vague enough to allow 
them to go far in upholding the Commission’s orders. If they 
are hostile and hold the Commission to be incompetent and med- 
dlesome, the statutory formula is not, in many cases, explicit 
enough to constrain them to uphold its orders against their will. 
This would be true, in general, even if the statute were made 
more definite by prescription on the four points we have con- 
sidered. As long as the courts are given final authority in con- 
struing and applying a law of this kind, their own views of pub- 
lic policy remain the most important element in the situation. 

All this may be granted without leading to the extreme view 
that the outcome would be exactly the same had section 5 been 
more definite. In some cases the courts would merely have 
found other reasons for supporting the same decisions. In other 
cases, however, a clear expression of the legislative will would 
have been decisive. The courts recognize, if they do not always 
follow, the principle that the legislative will—constitutional 
questions aside—is paramount. Sound legislative policy, there- 
fore, indicates that the law should be as explicit as possible con- 
sistent with flexibility and adaptibility in enforcement. It is 
probable that section 5 could have gone farther in the direction 
of explicit definition and delimitation without sacrificing these 
desiderata. 

Somewhere between a vague mandate, like the one we are 
considering, and a highly particularized code lies the proper 
balance of power between the legislature and the judiciary in the 
delicate and difficult process of lawmaking. It is often wise to 
leave a large discretion to the courts; but it is poor draftsman- 
ship when the legislature, in a statute, leaves the judicial discre- 
tion larger than it intended. We may properly wonder whether 
in this case Congress did not believe that section 5 would prove 
much more intelligible and definite than the courts have in fact 
found it; whether, had it foreseen the result, it would not have 
added certain provisos and explanations to obviate the uncer- 
tainty as to its meaning. 

Tue vicissitudes of section 5 in the courts illustrate once 
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more how the judicial process works when the legislative man- 
date is as vague and equivocal as it is here. They indicate the 
capacity of the courts to disagree on the most fundamental ques- 
tions when their latitude of judgment is wide. This capacity 
must always be taken into account in framing legislation of this 
sort. The legislative will is most likely to be carried into execu- 
tion when the courts know what it is. 


G. W. TERBORGH 














THE SIZE OF FAILING BANKS IN IOWA 


URING the last six years more than 3,800 banks in the 
United States have been forced to suspend operations.* 
The usual explanation for this large number of failures 
points to the weakness of a system composed of a large number 
of small banks. Thus the American Bankers Association states 
that “an excessive number of banks induces cutthroat competi- 
tion and tends to undermine conservative standards in the grant- 
ing of credit.”” It is also felt that during the fifteen years pre- 
ceding the trade reaction in 1920 the organization of a large 
number of new banks and the “resulting overdevelopment of 
banking is more responsible than any other factor for the bank- 
ing disasters of subsequent years.’ A comparison of bank fail- 
ures by states and Federal Reserve districts leads to the further 
conclusion that “ample evidence of the unhappy consequences 
of excessi.e numbers and inadequate size in banking is clearly 
to be found in the geographical distribution of failures of the last 
six years.””* 
One student of banking finds that “during the decade 1910— 
20 charters were granted to an enormous number of new banks, 
a number far in excess of the requirements of the country.’” 
The remedy suggested is that “a decided increase in minimum 
capital requirements would do much to restrict the number of 
banks within more desirable limits” and with this should be com- 
bined the specific grant of power to the appropriate authority to 
decline to approve new charters where the community is already 
well served by banking institutions.* Another, writing specifi- 
* Report of Economic Policy Commission of 53d Annual Convention of 
American Bankers Association, 1927, p. 67. 
* Ibid., p. 72. * Ibid, p. 72. 
* Ibid., p. 73. 


°O. M. W. Sprague, “The Causes of Bank Failures,” American Bankers 
Association Journal (Apri!, 1927), p. 704. 


* Ibid., p. 704. 
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cally of Iowa conditions, finds that the character of the Iowa 
banking structure with its many small banks and low capital re- 
quirements, and inadequate supervision by the state banking de- 
partment, is a fundamental cause of bank failures.’ Inflation 
and deflation—even the type of Iowa banker, largely without 
training in economics and with an extremely localized view— 
are also considered causes of the unhappy banking situation in 
the state. 

A study made for the Federal Reserve Board emphasizes 
the important part played by small banks in increasing the num- 
ber of failures.* It is stated that “the banks which suspended 
both in 1924 and 1925 were for the most part small institu- 
tions.’” It is also pointed out that “although a large proportion 
of the suspending banks were small institutions, it should be 
noted that most of the banks of the country are relatively small 
banks and that the proportion of small banks is largest in those 
regions in which most of the suspensions occurred.”*° It is fur- 
ther suggested that “the sections of the country in which suspen- 
sions were most numerous were also the sections in which the 
number of banks was relatively large in proportion to the popu- 
lation and in which the communities served by banks are of 
relatively small size.”™* 

Another investigation of bank failures finds that “the aver- 
age size of 2,112 state banks that failed in thirty states since 
January 1, 1919 (until August, 1925) was $342,000 in resources, 
while the resources of the average active state bank in these 
states for the same period of time was $675,000. The average 
state bank that failed was, on the whole, but half as large as 
the average active bank. It may therefore be concluded that the 
small bank is about twice as likely to fail as the average-sized 
bank.””* 

*F, L. Garlock, “Bank Failures in Iowa,” Journal of Land and Public 
Utility Economics, I1, No. 1, pp. 48-66. 

*“Bank Suspensions in 1924 and 1925,” Federal Reserve Bulletin (April, 
1926), pp. 247-49. 

* Ibid., p. 248. * Ibid., p. 248. 

* Ibid., p. 249. 


*“H. P. Willis, in Hearings before a Subcommittee of the Committee on 
Banking and Currency, U.S. Senate (February 16, 17, 18, and 24, 1926), p. 144. 
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Thus, while none of the foregoing writers finds the sole cause 
of bank failures in the small bank, all consider it a weak spot 
in the banking structure. Suggested remedies include a higher 
minimum capitalization than exists at present as a first step in 
banking reform. A frequent recommendation is a minimum cap- 
ital of $25,000.** The American Bankers Association considers 
the limitation in the number of banks “a long and essential first 
step toward the attainment of safety in banking.’** As a part of 
a program of limiting the number of banks chartered to the needs 
of the community a minimum capital of $25,000, and preferably 
of $50,000, is recommended. 

These statements constitute a severe indictment of the small 
bank, and, if true, justify the proposals for its elimination. The 
accuracy of these charges is open to serious question, however, 
and, if the charges are not correct, proposals for strengthening 
the banking system by the elimination of the small bank are 
without adequate foundation. 

The writers quoted correctly state that the greatest number 
of failures has been among the small banks. But the equally 
significant fact that small banks constitute the largest class of 
institutions in operation fails to receive equal consideration. The 
test of the relative survival power of the small bank is, not the 
absolute number of failures, but the ratio of failures to the total 
number of banks in this group as compared with the ratio for 
other groups of banks. 

The present study undertakes an analysis of failures by size 
of bank. Its purpose is to determine whether, as frequently 
charged, the small bank constitutes a weak spot in the banking 
system. The investigation covers all chartered banks in the state 
of Iowa for the seven-year period ending June 30, 1927. It is 
thought that Iowa offers an especially fertile field for such a 
study. A state with less than 2,500,000 inhabitants, Iowa led all 
states in total number of banks during the decade 1910-20. A 
corollary of the large number of banks was the small bank. 

It is proposed to examine separately the record of failures 
for banks of various sizes. June 30, 1921, was selected as a rep- 


* This is favored by Garlock, op. cit., p. 62. 


* Report of the Economic Policy Commission (1927), p. 74. 
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resentative date for the grouping of banks in operation near the 
beginning of the period. These were accordingly divided into 
eleven groups upon the basis of amount of capital.*® The total 
number and total liabilities for each group were determined. A 
list of all banks failing between June 30, 1920, and June 30, 
1927, was compiled, and these banks were also divided, upon the 
basis of the amount of capital, into eleven groups. The total 
number and total liabilities for each group was then computed. 

The percentage of failed banks to total banks, and the per- 
centage of failed bank liabilities to total bank liabilities, was 
found for each group. A comparison of the percentages thus ob- 
tained shows the relative survival strength of the various groups. 
By this method it is possible to avoid the common error of con- 
sidering only the absolute number of failures in each group of 
banks. 

It should be indicated at this point, that Iowa banking de- 
velopment has not been characterized by an excessively rapid 
increase in the number of banks. This fact is contrary to the 
usual impression and also runs counter to statements by serious 
students of banking. Thus O. M. W. Sprague, deploring the 
rapid increase in banks throughout the country during the dec- 
ade 1910-20, says that “In Iowa, for example, a state in which 
there was no increase in population, there were more than twice 
as many banks in 1920 as in 1910.’"* An examination of the 
number at these two dates disclose that in 1910 there were 325 
national and 951 state banks—a total of 1,276. In 1920 there 
were 358 national and 1,346 state institutions—a total of 1,704 
chartered banks in the state. The increase for the decade was 
33-54 per cent, or only one-third that assumed by Mr. Sprague. 
Per capita bank resources were $221 in 1910 and $525 in 1920. 


** Group I includes those having a capital of $10,000; Group II, $10,001- 
24,099; Group III, $25,000; Group IV, $25,001-49,999; Group V, $50,000; 
Group VI, $50,001-99,909; Group VII, $100,000; Group VIII, $100,001-200,000; 
Group IX, $200,001-300,000; Group X, $300,001-500,000; and Group XI, those 
with a capital of over $500,000. 


*O. M. W. Sprague, “The Causes of Bank Failures,” American Bankers 
Association Journal (April, 1927), p. 704. 
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The increase is more accurately shown if these figures are divided 
by the Bureau of Labor Statistics index numbers for the years 
1910 and 1920 (96 and 213). The resulting figures are 230 and 
246, indicating a real increase of $16 in per capita bank re- 
sources. 

During the same period average resources per bank changed 
from $385,000 to $737,000. Dividing these figures by the same 
index numbers, the results are 401,000 and 346,000, a decrease 
of $55,000. Thus, Iowa banking during the decade ending in 
1920 was characterized by a 33.54 per cent increase in the num- 
ber of banks, a 6.96 per cent increase in per capita bank re- 
sources, and a 13.44 per cent decrease in average resources per 
bank. These percentages, based upon figures adjusted for 
changes in the price level, suggest that although the increase in 
banks was rapid during the period, it did not attain the excessive 
proportions frequently pictured by the critics of Iowa banking. 

Iowa banking structure and its development may be briefly 
noted. On June 30, 1921, there were 1,349 state and 354 national 
banks.** These varied in size from one class of state institutions 
having a minimum capital requirement of $10,000 to 6 banks— 
3 state and 3 national—with capital stock exceeding $500,000. 
In addition to the 1,703 chartered institutions, there were many 
private banks doing a regular commercial banking business. The 
estimate of the comptroller, based upon voluntary and incom- 
plete returns, placed the numbr of such banks at 182 in 1919.** 
Private reporting agencies place the number much higher. For 
the purposes of the present study it is sufficient to indicate that 
this group aided materially in swelling the total number of in- 
dependent banks in the state. 

Until recent years Iowa banking development was charac- 
terized by relatively few failures. There is a record of the fail- 
ure of 52 banks—35 state and 17 national—during the period 


* Report of Iowa Superintendent of Banking (1921), p. 17, and Report of 
Comptroller of the Currency (1021), p. 347. 


* This is clearly more nearly accurate than the figure 59 for those reporting 
in 1920 and 100 for 1921. 
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from 1863 to 1913.’ The depression in agriculture, beginning 
in 1920, created a banking crisis in Iowa. As a result, this state, 
in which banking had enjoyed a consistent record of compara- 
tively few failures throughout its entire history, entered upon a 
period of tremendous losses from bank failures. During the sev- 
en years ending June 30, 1927, 55 national an? 250 state banks 
were forced to close their doors.*® Thus under the supposedly 
panic-proof Federal Reserve system al’ st six times as many 
banks failed during the seven years f:vm 1920 to 1927 as had 
closed during the fifty years from 1863 to 1913 preceding the 
establishment of the system. 

An analysis of banks in Iowa in 1921, classified in groups 
according to size, suggests the significant features of the banking 
structure.** The $25,000 capital group, containing slightly more 
than one-fourth of all banks, constituted the largest class. Sec- 
ond was the $50,000 capital group, with 21.67 per cent of the 
total banks. It is to be expected, therefore, that if failures oc- 
curred at the same rate among all groups, the small banks would 
contribute the majority of all failures. Roughly, this is what 
happened. Failures among the $25,000 group were 24.59 per 
cent, and among the $50,000 group, 19.67 per cent of the total. 
All banks with a capital of $50,000 or less—these may be termed 
the small banks—constituted 83.26 per cent of total banks in 
operation, and 80 per cent of bank failures for the period. This 


* The showing of the private banks would be definitely less favorable. Since 
no reports are required from them it is impossible to determine the total number 
of failures. It is, however, possible to trace the failures of 56 private banks dur- 
ing the 1892-1020 period. It should be noted that it is difficult to attribute 
definite significance to failures among this class of banks. As they operate with- 
out supervision and often perform many functions other than those of commer- 
cial banks, uniformly sound banking methods can hardly be expected among 
this group. 

*” This total does not include 3 national banks that were immediately re- 
stored to solvency. There were also over 60 failures among private banks. Inade- 
quate data concerning capital and liabilities involved in failures of private banks 
makes impossible an accurate analysis of these failures by size of bank. 

* For the list of groups of banks, see footnote 15 preceding. Liabilities of 
banks in operation are given for June 30, 1921. Liabilities of failed banks are 
for June 30 of the last annual report prior to suspension. 
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indicates that the comparison is slightly favorable to the small 
bank. See Table I. 

The comparison between small and large banks may be made 
in terms of liabilities involved in failures. The $50,000 group 
had 22.48 per cent of the liabilities of all banks in 1921. The 


TABLE I 
PERCENTAGE OF GROUPS OF BANKS, CLASSIFIED ACCORDING TO SIZE, TO TOTAL 
BANKS IN OPERATION, JUNE 30, 1921, AND TO TOTAL FAILED 
BANKS, 1920-27* 
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$25,000 group, ranking third among the groups in point of num- 
bers, contained 12.29 per cent. Banks in the $50,000 group had 
18.85 per cent of the liabilities of all failed banks; those in the 
$25,000 group, 14.01 per cent. All banks with $50,000 or less 
capital had 50.62 per cent of total bank liabilities in 1921 and 
52.27 per cent of the liabilities involved in failures. Measured 
in terms of liabilities, the record of the small bank is slightly 
less favorable than that of all banks with a capital of over 
$50,000. 

A closer examination of failures by groups of banks will 
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contribute to the comparison. The 3 failed banks with a capital 
of $300,001—500,000 had liabilities of $12,724,000. These were 
almost as large as the total liabilities of the 67 banks having a 
capital of less than $25,000 which failed during the period.” 
The ro banks failing in the $100,001-200,000 group had total 
liabilities of $14,941,000 as compared to the $13,473,000 liabili- 
ties of the 67 banks in the two groups of smallest banks. The 
tremendous losses from failures among large banks is further 
illustrated by the 21 failures in the $100,000 group. The liabili- 
ties of these banks were $25,105,000. Compare with this the 75 
failures in the $25,000 group where liabilities of the failed banks 
amounted to $21,878,000. These figures are cited, not as show- 
ing the relative strength of small and large banks, but to indicate 
the extent and serious nature of failures of large banks. This 
problem is neglected by those critics who urge the reform of the 
banking structure by the elimination of the small bank. 

Certain distinct tendencies are found in the state and na- 
tional banking systems. For this reason it is desirable to dis- 
tinguish between the two. See Table II.** 

The average size of state banks was less than that of the na- 
tional banks, mainly because of the large number of small state 
* Total number and total liabilities of banks in operation June 30, 1921, 


and of failed banks, 1920-27, compiled from reports of the comptroller of the 
currency and of the Iowa superintendent of banking: 














. . Liabilities Banks Liabilities 

Group by Size > ee Se in Operation, Bank Failures, 
of Capital Jun ae . June 30, 1921 1920-27 

oe Sees aside (coo Omitted) | (cco Omitted) 
EE ere 146 25 $ 10,849 $ 4,432 
10, 001-24,999........ 266 42 59,211 9,041 
DM disedcewesmaid 426 75 132,023 21,878 
25,00I-49,900........ 211 42 o1,187 16,828 
Se acne aeei eee 360 60 241,477 29,439 
§0,00I-99,909......-.- 80 26 64,728 19,540 
PD a ceetadsennees 125 aI 150,671 25,105 
100 ,O0I-200,000....... 48 10 118,203 14,041 
200 ,O0I-300,000....... 19 I 82,303 2,232 
300 ,OOI-§00,000....... 7 3 45,101 12,724 
Over 500,000........... 6 ° 69,233 ° 
Mi ictteccossewss 1,703 305 $1,074,166 $156,161 

















* State banks include the so called “savings” banks, which do a commer- 
cial banking business, and the “state” banks. For present purposes it is not 
necessary to distinguish between the two types of state chartered institutions. 
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banks, many of which had less capital than that permitted for 
those organized under national law. Banks with a capital of 
$50,000 or less constituted 87.17 per cent of the state, and 68.36 
per cent of the national, institutions. In the former class 30.54 
per cent had a capital of less than $25,000, the minimum amount 
permitted for national banks. In the $100,000 group state banks 
formed 5.71 per cent and national banks 13.56 per cent of the 


TABLE II 


A ComPaRISON, BY GROUPS, OF STATE AND NATIONAL BANKS IN OPERATION, 
1921, AND OF FaILeED BANKS, 1920-27* 
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* Compiled from reports of the comptroller of the currency and the Iowa superintendent of 
banking, based upon data in footnote 24, below. 


total, further suggesting the larger average size of national 
banks. 

There was, however, a greater concentration of resources in 
the larger national banks than is indicated by the foregoing fig- 
ures.** For instance, banks in the $25,000 group constituted 
24.58 per cent of the number and only 7.74 of the resources of 
all national banks. Similarly, those in the $50,000 group made 
up 35.87 per cent of the number and only 21.89 per cent of the 
resources of this class in 1921. The groups of largest banks 
further illustrate the great concentration of banking resources. 
The 5.65 per cent of the banks composing the $100,001—200,000 


** A comparison, by groups, of state and national banks in operation, 1921, 
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group had 14.31 per cent of the resources of all national banks, 
while the 0.85 per cent, having a capital of over $500,000, had 
11.63 per cent of the resources. 

The failures among state and national banks also reveal 


TABLE III 


PERCENTAGE OF FAILED BANKS, By SIZE GROUPS, TO CORRESPONDING GROUPS 
IN OPERATION, AND OF THEIR LIABILITIES TO TOTAL LIABILITIES 
OF CORRESPONDING GROUPS IN OPERATION 
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ATION, 1921 BILITIES OF BANKS IN UPER- 

Group By Size oF CAPITAL ’ ATION, 1921 
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All groups........ 18.50 | 15.54] 17.91 18.33 6.91 14.55 














* Compiled from reports of comptroller of the currency and Iowa superintendent of banking, 
based upon data in footnote 22, p. 72. 


and of failed banks, 1920-27, compiled from reports of comptroller of the cur- 
rency and the Iowa superintendent of banking: 
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striking differences. State bank failures were distributed fairly 
evenly among the different groups. Among the national banks 
there was a tendency toward concentration in a few groups. The 
record of the two systems, summarized by groups, is given in 
Table ITI. 

The greater survival power of the large national banks as 
opposed to the large state banks is a striking feature, no national 


CHART I 


PERCENTAGE WHICH FaILep BANKs, By S1zE Groups, CONSTITUTE OF 
CORRESPONDING GROUPS OF BANKS IN OPERATION. FOR 
STATE AND NATIONAL BANKS 
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Group I includes all banks with capital stock of $10,000; Group II, $10,001- 
24,999; Group III, $25,000; Group IV, $25,001-49,999; Group V, $50,000; Group 
VI, $50,001-99,999; Group VII, $100,000; Group VIII, $100,001-200,000; Group 
IX, $200,001-300,000; Group X, $300,001-500,000; Group XI, over $500,000. 


bank with a capital of over $200,000 failing during the period. 
Compare with this the failure of 10 per cent in the $200,001-— 
300,000 and 75 per cent in the $300,001—500,000 group of state 
banks. It is this showing of the large national banks which gives 
the national system the better record. During the period 18.50 
per cent of the state and 15.54 per cent of the national banks 


were forced to close. 
A comparison of the weak spots in the two systems is shown in 
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Charts I and II. The most significant tendency is the greater 
number of failures among the $50,001—99,999 group in both 
systems. Except for the $300,001—500,000 group of state banks, 
the foregoing group of medium-sized banks had the poorest rec- 
ord, 27.45 per cent of the state and 41.38 per cent of the national 
banks in the group closing during the period. 

It should be emphasized that the small bank was not a weak 
spot in either system. Among the state institutions the record of 


CHART II 


PERCENTAGE WHICH LIABILITIES OF FAILED BANKS, By SIZE GROUPS, 
CONSTITUTE OF ToTAL LIABILITIES OF CORRESPONDING GROUPS IN 


OPERATION. For STATE AND NATIONAL BANKS 
Per 
Cent 
































5° 
a State 
------ National ro---5 
: ' 
30 ; ' 
20 "ements 7 — 
Ls oe 
10 ; H Racabiene 
a? aki 
1 | ! pee —— —— F as — 








° 
I II Ill IV Vv VI Vil VII Ix x xI 


Group I includes all banks with capital stock of $10,000; Group II, $10,001- 
24,999; Group III, $25,000; Group IV, $25,001-49,999; Group V, $50,000; Group 
VI, $50,001-99,999; Group VII, $100,000; Group VIII, $100,001—200,000; Group 
IX, $200,001-300,000; Group X, $300,001-500,000; and Group XI, over $500,000. 
the small bank corresponds closely to the average for all banks, 
and in no sense is a less favorable one. There was greater varia- 
tion among the groups of small national banks, the showing of 
the $25,000—49,999 group being less favorable than the average, 
while the record of the groups just above and below it was defi- 
nitely better than the average for all banks. This showing of the 
small bank is tremendously significant, especially in view of the 
widespread adverse criticism to which it has been subjected. 

The character of bank failures in Iowa is seen in better per- 
spective if the differences between state and national banks are 
disregarded and all banks considered as members of a single sys- 
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tem. The record is summarized by groups of banks in the accom- 
panying diagrams. 

In Chart III is shown the percentage which groups of failed 
banks, classified according to size, constitute of the total number 
in operation of corresponding groups of banks. In Chart IV will 
be found the percentages which groups of failed banks form of 
the total liabilities of corresponding groups in operation. In this 
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Group I includes all banks with capital stock of $10,000; Group II, $10,001- 
24,999; Group III, $25,000; Group IV, $25,001-49,999; Group V, $50,000; Group 
VI, $50,001-99,999; Group VII, $100,000; Group VIII, $100,001—200,000; Group 
IX, $200,001—300,000; Group X, $300,001—500,000; and Group XI, over $500,000 
manner the relative survival power of the various size groups is 
indicated. 

Such a comparison of Iowa banks by groups indicates three 
distinct tendencies. The outstanding characteristic of the bank 
failures was the extremely poor showing of the $50,001-99,999 
group. In both state and national systems this group of middle- 
sized banks was the conspicuously weak spot. These barks con- 
stituted 4.69 per cent of the number and 6.02 per cent of the lia- 
bilities of all banks in operation in 1921. Failures among this 
group totaled 8.52 per cent of the number and 12.51 per cent of 
the liabilities of all failed banks. During the period 32.50 per 
cent of the middle group failed as compared to the average of 
17.91 per cent for all banks. These failures involved 30.19 per 
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cent of the liabilities of the group as compared to the average of 
14.55 per cent of total failed bank liabilities to liabilities of all 
banks in 1921.*° A summary of the records of the three major 
divisions of Iowa banks is given in Table IV. 

A second feature of Iowa bank failures is the creditable 
showing of the small banks. Their record was far better than 


CHART IV 


PERCENTAGE WHICH LIABILITIES OF FAILED BANKS, BY SIZE GROUPS, 
CONSTITUTE OF ToTAL LIABILITIES OF CORRESPONDING 
GROUPS IN OPERATION 
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Group I includes all banks with capital stock of $10,000; Group II, $10,001- 
24,999; Group III, $25,000; Group IV, $25,001—49,999; Group V, $50,000; Group 
VI, $50,001-99,999; Group VII, $100,000; Group VIII, $100,001—200,000; Group 
IX, $200,001-—300,000; Group X, $300,001—500,000; and Group XI, over $500,000. 


that of the middle group, and was only slightly less favorable 
than that of the large banks. It will be noted that 17.20 per cent 
of the small banks and 17.07 per cent of the large banks failed 
during the period. In terms of liabilities the comparison is un- 
favorable to the small banks, though not greatly so, 14.82 per 
cent of the liabilities of the small and 11.83 of the large banks 
being involved in failures. The showing of the small banks cor- 
responds closely to the average for all banks. 

In view of the proposals to increase to $50,000 the minimum 


* Within the $50,001-99,099 group the showing of the national banks was 
definitely poorer than that of the state institutions. In this group of national 
banks, 41.38 per cent of the number and 35.25 per cent of the liabilities were 
involved in failures. 
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capital permitted for banks it will be particularly significant to 
compare the banks having a capital of $50,000 or less with all 
banks having a larger capital. The record of these two groups is 
shown in Table V. 

It appears that the rate of failure was definitely less among 


TABLE IV 


A COMPARISON OF THE FAILURES AMONG SMALL, MEDIUM, AND 
LARGE BANKS, 1920-27 
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Group to Total Group to Total 
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. roup 0 anks 
Operation in Operation 
$ 50,000 or less capital......... 17.20 14.82 
50,001-99,999 capital........ 32.50 30.19 
100,000 and over capital...... 17.07 11.83 
Total failed banks......... 17.91 14.55 











TABLE V 


A COMPARISON OF FAILURES AMONG SMALL BANKS AND ALL 
BANKS HaAvInG A CAPITAL OF OVER $50,000* 
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14.07 
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$50,000 or less capital 
Over $50,000 capital........... 











* Based upon data in Tables I and II, above. 


the small banks than among those with a capital of over $50,000. 
The percentage of liabilities involved in failures was not appre- 
ciably different for the two groups. It must be concluded, then, 
that the small banks did not constitute a weak place in the Iowa 
banking structure. Their showing reflects a survival power un- 
surpassed by the larger institutions. 

The preceding argument may now be briefly reviewed. The 
Iowa banking system in 1920 was composed of a large number 
of small banks. This situation was reached during a period of 
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growth extending over fifty years. Four-fifths of the banks were 
chartered under state, and one-fifth under national, law. Dur- 
ing the entire period prior to 1920 bank failures were relatively 
few and widely scattered. For instance, the decade of 1909-18 
saw the failure of only four banks. In the seven years after 1920 
six times as many banks failed as had been forced to close during 
the preceding fifty years. It is significant that this enormous 
number of failures occurred under the Federal Reserve system, 
designed especially to give greater stability to the banking struc- 
ture. 

More than one-sixth (17.91 per cent) of the banks operating 
June 30, 1921, failed during the seven-year period ending June 
30, 1927. An analysis of the 305 failures reveals that the failed 
banks were distributed among both state and national systems 
and among both large and small institutions. As between the 
two classes the record of the national banks was definitely better, 
the result, chiefly, of the absence of failures among the largest 
group in that system. 

The analysis of failures by groups of banks, classified ac- 
cording to size of capital, shows that the $50,001-99,999 group 
was the weakest spot in the banking structure. One group of 
large state banks also made a very poor showing. The showing 
of all banks with a capital of $100,000 or over was better than 
the average for all banks, the perfect record of the largest na- 
tional banks again being an important factor. 

The most significant characteristic of Iowa bank failures 
was the showing of the small banks. They had a survival power 
far superior to the middle group and only slightly less favorable 
than those with a capital of $100,000 and over. Still more signifi- 
cant is the comparison of the smail banks—those with $50,000 
or less capital—with all banks having a larger capital. The rate 
of failure among the small banks was definitely less, and the per- 
centage of liabilities involved in failures only slightly greater. 
The comparison is, therefore, favorable to the small banks. 

It then appears that criticism of the small bank as such, and 
so far as it applies to Iowa banking, has not been justified. The 
critics have considered bank failures in absolute rather than in 
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relative terms. This has led them to the incorrect conclusion that 
the probability of failure is greatest among the small banks. It 
follows that proposals for the reform of the banking system by 
the elimination of the small banks offer a wholly inadequate so- 
lution for the problem of bank failures. The history of Iowa 
banking since 1920 shows that the small banks have had a sur- 
vival power superior to certain groups of larger institutions, 
equal to the average of all banks, and slightly better than the 
average for all banks with a capital of over $50,000. 


RALPH PICKETT 








RESULTS FROM THE USE OF OBJECTIVE TESTS AND 
QUESTIONNAIRES IN A COLLEGE COURSE 
ON “THE ECONOMIC ORDER” 


[ Concluded | 


III. CHANGES IN ATTITUDES RESULTING FROM THE COURSE 


OLLEGE courses presumably affect students’ attitudes 
as well as their fund of knowledge, and it is as impor- 
tant to know what is happening in the one respect as in 

the other. Accordingly, the second of the general questions set 
down at the outset of the inquiry was: What effect does the 
course have upon students’ economic attitudes or opinions? This 
question represents a line of educational research that has been 
little followed. Almost all of our educational measurement work 
has concerned itself with the knowledges and skills of students: 
the effect of instruction upon attitudes and opinions has been 
neglected. Yet we should probably all agree that the individual’s 
effectiveness is greatly influenced by the latter as well as by the 
former type of acquisition. This is especially true in the field of 
the social sciences. 

In the present study an attempt was made to ascertain the 
changes in attitudes and opinions brought about by the year’s 
survey course in economics. At the beginning of the course, at 
the end of the first quarter, and at the close of the year, each 
student was given a printed blank containing 94 statements on 
controversial questions in economics, with instructions to indi- 
cate for each item whether he agreed, disagreed, or was unde- 
cided. For the first quarter, returns are available for 315 stu- 
dents; for the year, 164 students. 

A few sample statements from the blank follow: 
. Free trade should be established among all nations. 
. Trade unions should be encouraged. 
. Stock exchange speculation should be abolished. 
. No person should be allowed to have an income of more than $50,000 
a year. 
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That the method has certain shortcomings is undeniable. 
The two charges most frequently brought against it are: (1) 
That students give opinions, not attitudes—records of their so- 
phisticated second thoughts instead of their immediate naive re- 
actions, and (2) that the student has so little notion of what 
some of the issues involve (at least at the beginning of the 
course) that his responses mean nothing. With regard to the 
first point I can say merely that my conversations with a few 
students after the tests lead me to believe that “desired” or 
“proper” answers are rarely given in place of those representing 
the student’s actual convictions. Moreover, on many questions 
there is no discrepancy between the immediate and the delib- 
erated response. Nevertheless, the criticism may contain an ele- 
ment of truth which it will be well to bear in mind. The second 
charge—that responses are based on insufficient knowledge— 
appears to have less point, first because students were free to 
mark “undecided” those items about which they knew little, and 
second because attitudes or opinions based on fragmentary 
knowledge are none the less significant as reflections of the per- 
son’s reactions tendencies. Changes in attitudes resulting from 
increased information may be one of the things most worthy of 
study. 

The primary question to be considered here is: How great 
were the changes actually found in the attitudes questionnaire 
used, and what was the nature of the changes? 

The record of attitudes at the beginning of the course showed 
that almost every one of the 94 statements represented a ques- 
tion on which opinions differed significantly. On only thirteen 
items was the minority group less than ro per cent; on only four 
items was it under 5 per cent. The average size of the majority 
group for all the statements was 63 per cent; the average minor- 
ity group was 23 per cent; and the “undecided” response was 
given on the average by 14 per cent of the students. 

Fairly extensive changes occurred on a number of items, 
between the initial responses and those given at the end of the 
quarter and of the year. The percentage of students giving the 
more favored response on each item at the beginning was com- 
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pared with the percentage responding in the same direction at 
the end. The average change is 8.8 points. Three-fourths of the 
percentage changes are between 3 and 20 points; on fourteen 
items the change is less than 3, and on ten it is more than 20 
points. These items which show the greatest and the least 
change are given below—first the ten on which most change oc- 
curred: 
1. There is greater social waste than gain Agree 13 43 
from advertising Disagree 74 45 
. Governmental regulation of business must 
be ineffective since business controls our Agree 21 
government Disagree 62 
. A high protective tariff should be main- Agree 59 
tained in the United States Disagree 26 
. One has a right to that which he has pro- Agree 46 
duced Disagree 41 
. Europe’s debts to the United States should Agree 9 
be canceled Disagree 83 
. Free trade should be established among all Agree 29 
nations Disagree 57 
. Protection is the only sound economic pol Agree 509 
icy for nations to follow Disagree 25 
. Employment agencies should be operated Agree 60 
by the state Disagree 26 
. An absolute ruler with complete knowledge 
of our economic organization could arrange 
economic activity so that it would be much 
more efficient than it is at present—give us 
greater production with less effort and sat- Agree 32 52 66 
isfy our wants better Disagree 51 36 24 
. A conservative president is essential to the Agree 56 48 34 
continued prosperity of the United States Disagree 29 34 48 


The initial and final percentages are themselves of as great 
interest, perhaps, as the changes. Speculations as to the social 
significance of the attitudes indicated and of the changes might 
prove distinctly worth while—but we shall not here go into a 
discussion of these implications. We may, however, mention a 
few additional items which further illustrate the findings. “All 
trusts are bad” went from 13 per cent agreement to 1 per cent. 
And a real accomplishment is probably represented in such 
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changes as the rise from 51 per cent to 67 per cent on “Caba- 
rets, profit-making amusements, theaters, and the like should be 
heavily taxed,” or the change from 69 per cent to 88 per cent on 
“Railroad rates should be determined by the government.” 

As has been suggested, there are many other items on which 
very little change occurs. The fourteen statements which showed 
least change are these: 

1. Coaxing of customers away from competi- Agree 
tors is unfair competition Disagree 
. Capitalism is doomed Agree 
Disagree 
. Most advertising grossly exaggerates or de- Agree 
liberately falsifies Disagree 
. Private property is theft, for all values are Agree 
socially produced Disagree 
. Governments should not use military force Agree 
to collect debts from other nations Disagree 

. Investors should have the support of their 

government in protection of foreign invest- Agree 

ments Disagree 
. Laborers should be forced to work against 

their will if necessary to fulfil agreements Agree 

to work Disagree 
. Employers rob their employees of a large Agree 

part of what the employees deserve Disagree 
. Capitalists reap large profits because they Agree 

increase the productive power of society Disagree 
. There should be no barriers to the move- 

ment of workers from one country to an- Agree 

other (no restrictions on immigration) Disagree 
. No person should be allowed to have an Agree 

income of more than $50,000 a year Disagree 
. Large cities should build apartment build- 

ings at municipal expense and rent them at Agree 

moderate rentals Disagree 
;. Railroads should not be taxed to maintain 

concrete highways which are used by com- Agree 

peting trucks and busses Disagree 
. Employers are justified in restricting their 

output of goods if producing less than their Agree 

ordinary amount gives them greater profits Disagree 








86 THE JOURNAL OF BUSINESS 


The almost complete absence of change on these items and 
the small amount of shifting on many other statements makes it 
quite possible to emphasize the failure of the course to modify 
attitudes, rather than its success. But here, as in the case of the 
content tests, we have no standards by which to judge the pres- 
ent findings. Certainly it is true that little change occurs rela- 
tive to what might theoretically happen or what one, in the 
light of one’s own prejudices, wishes would happen. Some per- 
sons will not be at all pleased to find that there was scarcely any 
increase in agreement with the statement, “Trade unions should 
be encouraged”’; that very little increase occurred in the number 
of those disagreeing with the contention that “Almost all labor 
unrest is due to the activities of agitators who keep the workers 
stirred up”; or that there was a considerable growth in the per- 
centage believing that “Working people as a whole have less in- 
herent ability than their employers.” In the preceding lists, too, 
one may well find food for thought in the absence of change as 
well as in its presence. It may be that these data point to need 
for change or improvement in the course no less than do the re- 
sults from the content tests. 

That the content of the course does have a direct influence 
on attitudes or opinions is shown not only by the general “‘before 
and after” comparisons, but also by the fact that a number of 
the changes in attitudes bear a fairly definite relationship to par- 
ticular parts of the course. In several instances we find that 
where an issue is raised which is treated in the first quarter’s 
work, the principal change in attitudes is found at the end of the 
quarter, while other topics dealt with later in the course produce 
changes in the final responses. Occasionally an interesting double 
shift appears, as for example on the statement, “Employers are 
justified in restricting their output of goods if they can get great- 
er profit in that way than by producing at their ordinary rate.” 
The percentage of agreement increased in the first quarter from 
31 to 43, and then at the close of the year it jumped back to 27. 
These changes reflect the emphasis on the technology of produc- 
tion during the first part of the course and on the co-ordination 
and social control of economic activities during later parts. 
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This whole question of the extent of change in attitudes can 
be looked at from the side of the individual student as well as 
with reference to the items reacted to. How much does the stu- 
dent shift during the course? A convenient measure of this 
change is the number of reversed opinions recorded, that is the 
number of changes from “Agree” to “Disagree” or vice versa. 
The average number of these reversals per student is found to 
be 18. The middle 50 per cent of the reversal counts fall be- 
tween 13 and 23. 

What, now, about the direction of these changes? Do the 
students become more uinform or more unlike in their attitudes? 
Do they increase or decrease in amount of indecision on the eco- 
nomic questions presented? Do they become more radical or 
more conservative? 

The change in general is very slightly in the direction of less 
uniformity, fewer “undecided” responses, and greater liberal- 
ism or radicalism. 

A word first on uniformity. Almost no change occurs in the 
average size of minority groups on the individual questions. The 
changes that occur do not make for greater uniformity. An 
“atypicality” score or “unusualness-of-response” score was ob- 
tained for each student by taking only those questionnaire items 
on which a minority group of less than 20 per cent existed, and 
giving the individual a score of “1” for each of these items which 
he answered with the minority. The average of these “atypi- 
cality” scores at the beginning was 5.7, and at the end of the 
year was 6.9. The difference is about six times the probable 
error of the difference. The same facts stated in percentages are 
as follows: 59 per cent of the students have higher atypicality 
scores at the end than at the beginning; 30 per cent have lower 
scores than at the beginning of the course. Apparently individu- 
ality of opinion is not being submerged, but rather encouraged. 
Students who are atypical at the beginning tend to continue so, 
as indicated by a correlation of .46 between the first and last 
atypicality scores. 

On the matter of “undecided” responses the differences are 
again slight. The average number of “undecideds” per student 
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at the beginning is 11.0; at the end it is 9.4. The difference is 
about two and a half times the probable error of the difference. 
Students are probably, then, a little less undecided on the aver- 
age at the end than at the beginning of the course. There are, 
however, about 35 per cent of the students who have a greater 
number of undecided responses at the end than at the beginning 
—perhaps a reflection of greater wi'lingness to suspend judg- 
ment. In this connection it is suggestive that the first undecided 
scores correlate .oo with Otis intelligence tests scores whereas 
the final undecided scores correlate .25. Undecided scores at the 
beginning and at the end of the year correlate +-.44. 

The final direction of change in attitudes which we shall 
mention is the tendency toward slightly increased economic rad- 
icalism. A radicalism-conservatism score was calculated for each 
student by having six instructors select the items on the test, 
responses to which would indicate radicalism or conservatism. 
The number of these items marked by the student in the conserv- 
ative direction minus the number of radical items marked con- 
stitutes his score (really a conservatism score). The average of 
these scores at the beginning of the year is 13.2; at the end 10.4. 
The difference is over six times its probable error. This tendency 
toward greater radicalism is seen also in the changes in the 
scores of individual students. About 60 per cent become more 
radical; about 20 per cent become more conservative; and 20 
per cent remain unchanged. The correlation between initial and 
final radicalism-conservatism scores is .56. 

The individual scores derived from the attitudes question- 
naire show no striking relationships when studied in connection 
with various test scores and personal data about the students. 
This is partially explained by the none too high reliability in all 
the scores save the “undecided” responses. The reliability co- 
efficients (obtained by correlating halves of the test and apply- 
ing the Brown-Spearman formula) run about as follows: .go 
for “undecided” scores; .70 for “reversal” scores; .55 for “rad- 
icalism” scores; .16 for “atypicality” scores. The last is of course 
so low that the individual atypicality scores must be viewed as 
worthless. The coefficients for radicalism and atypicality scores, 
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together with other more detailed evidence, indicate that the re- 
sponses are frequently specific in nature—that the student is not 
in general radical or atypical. 

A few sample relationships of the individual attitude scores 
may be briefly referred to. Scores of radicalism (not conserva- 
tism) at the end of the year correlate more closely with intelli- 
gence test scores, grades, and objective examinations than do 
radicalism scores obtained at the beginning of the course. All 
the coefficients are very low, however, the highest being one of 
.32 between radicalism and year’s grades. At the beginning of 
the course the more radical students are no better informed 
about economic matters than the less radical, and in intelligence 
there is a negative correlation of —.10 with radicalism. How- 
ever, of the fifteen most radical students, only five were below 
average in information and only three were below average in in- 
telligence. Undecided scores have almost no significant relation- 
ships save the correlation of .25 between intelligence and the un- 
decided responses on the final test. Reversal scores have slight 
negative correlations with intelligence and objective test scores. 
The attitude scores show no clearly significant relationships to 
sex, age, and religious affiliation, within the group studied. 

All these analyses of individual scores have been distinctly 
less fruitful of positive findings than have the general “before 
and after” comparisons of the group as a whole. It is these av- 
erage changes dealt with in the earlier part of this section that 
prove valuable as indicators of what the course is doing and 
failing to do. The individual score relationships, however, if 
supported by further data, may well have the more general sig- 
nificance in the long run. 


IV. PREDICTION OF INDIVIDUAL ACHIEVEMENT IN THE COURSE 


How well can we predict in advance the probable achieve- 
ment of individual students in the course? The answer to this 
question might be useful in planning which students, if any, 
should not be permitted to take the course and it should be of 
decided value in arranging for the classifying of students into 
homogeneous groups with respect to their ability to progress. 
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Several criteria of success or achievement suggest them- 
selves—teachers’ grades, objective test scores at the end of the 
course, improvement as shown by test-score changes, and con- 
tinuance or non-continuance in the course. Likewise a number 
of predictive devices are available—initial content-test scores, 
intelligence test scores, high-school grades, and grades in the 
preceding section or sections of the economics course itself. In 
the following parapraghs we shall see how well these possible in- 
dicators do actually agree with some of the measures of achieve- 
ment. 


TABLE XIX 


COEFFICIENTS OF CORRELATION SHOWING THE VALUE OF INITIAL TEST SCORES 
AND HicH-ScHoot AVERAGES AS INDICATORS OF ACHIEVEMENT 
IN THE Economic ORDER CouRSE 











Year’s | ACHIEVEMENT Test Scores IpROVEMENT SCORES 
GRADES aT Enp oF YEAR FOR THE YEAR 
In Eco- 


oS | A B c D A B Cc D 











Examination A.......] .41 ee ee a ee oe 
CE ceva GEE Pexcsch silicon caboosnc eee | ee ee 
Intelligence test.......] .33 .02) .51| .31] .44] .21/—.12/—.03/—.01 
High-school average...| .50 oe a a ee ee ee hee 




















Five bases for prediction were available at the beginning of 
the course or shortly afterward—scores on Examination A, on 
Examination B, and on the Otis intelligence test, average high- 
school grades, and records of having had or not having had a 
high-school course in economics. Correlation coefficients show- 
ing the predictive possibilities of the first four of these indica- 
tors are contained in Table XIX. None of the correlations is 
close enough to give promise of highly successful selection or 
classification of students. Some slight basis for prediction, how- 
ever, is furnished by all the methods—unless we are trying to 
predict improvement particularly. High-school averages espe- 
cially do seem to have some predictive promise. 

Predictive possibilities were found to be a trifle poorer for 
the first quarter taken alone than for the year as a whole. 

The fifth of the bases for prediction mentioned above is like- 
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wise disappointing. No significant difference in achievement is 
found between the group of students who had a course in eco- 
nomics in high school and the group without any previous course. 
More surprising, perhaps, is the fact that even on the initial 
test scores there were extremely slight differences between these 
two groups. The absence of useful degrees of relationship is 
shown by figures of Table XX. 

One other criterion that may be used in checking on our 
precictive measures is the record of students continuing or not 
continuing the course beyond the first quarter. Results here are 
little different from the foregoing. Intelligence test scores are 


TABLE XX 


CoMPARISON OF MEDIAN GRADES AND SCORES OF STUDENTS WHo Hap 
AND THOSE Wuo Dip Not Have Economics in Hicu ScHoor 








ACHIEVEMENT Test SCORES AT ACHIEVEMENT TEST 
AVERAGE Enp or YEAR Scores AT BEGINNING 
Economic 

OrpEeR GRADES 


Economics In HicH 
SCHOOL 





Exam. A | Exam. C | Exam. D | Exam. A | Exam. B 





Pe cineceakaods 2.20 82.5 51.9 48.3 67.7 6.2 
ain aac 2.19 80.1 49.6 50.1 69.0 5.7 























almost identical for the students who go on and for those who 
do not. Initial scores on Examination A are slightly better for 
students who continue beyond the first quarter (medians are 
55.6 and 49.1 respectively, the P.E.’S being about 1.0), but even 
here the distribution of individual scores is so similar that useful 
predictions cannot be made. When we compare students who 
complete the whole year’s work with the students who drop out 
at any time during the year, the results are almost identical with 
those just given. 

The possibility remains that students can be more effectively 
classified or selected for the remainder of the year at the end of 
the first quarter’s work. Concretely the problem is: How well 
can we predict individual achievement in subsequent quarters 
from the grades and test scores of the first quarter? Figures 
bearing upon this question are contained in Table XXI. 

While the relationships are somewhat closer than those in 
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which initial test scores were utilized, they do not reveal suffi- 
cient agreement to justify very confident predictions with re- 
gard to individual students’ probable progress through the re- 
mainder of the course. Nevertheless it seems clear that students 
can be somewhat better classified or selected for the later parts 
of the course on the basis of their first quarter’s work than by 
means of their test scores or high-school marks which are avail- 
able at the outset. (Scores on Examination A at the beginning 
of the Autumn Quarter give the following four correlations par- 
alleling those of Table XXI: .21, .17, .45, .28. High-school av- 
erages correlate with grades of the three quarters .38, .37, and 
.28 respectively.) The amount of improvement made on Exam- 


TABLE XXI 
COEFFICIENTS OF CORRELATION SHOWING THE VALUE OF FIRST-QUARTER 
Test SCORES AND GRADES AS INDICATORS OF ACHIEVEMENT 
IN SUBSEQUENT QUARTERS 








Examina- | Examina- 
Winter Spring 4 io en Pe 
Grades Grades Winter Spring 


Quarter Quarter 





NR hie peace eawirn keane 61 . 50 .41 .39 
Examination A (End of Autumn Quarter) . . . 28 .27 .58 . 50 

















ination A during the first quarter correlates about zero with later 
accomplishment. 

All these results reinforce the conclusion that the present 
tests and grades supply a rather inaccurate means of predicting 
individuals’ achievement in the course. It is doubtful, moreover, 
whether the objective test results are more satisfactory than the 
predictions based on high-school marks and on grades in earlier 
parts of the economic order course itself. Nevertheless, the cor- 
relation coefficients do indicate predictive possibilities that are 
considerably better than chance guesses—and until better pro- 
cedures are found it may well be that the use of such devices as 
those examined here will be justified in attempting to select and 
classify students in the course. , 

The objective tests themselves can undoubtedly be improved 
in a way that will make them more useful. As has been indicated 
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in previous sections of the report, many test items proved to be 
extremely poor and many others were only passably good. Part- 
ly for these reasons the tests failed to give as reliable or self- 
consistent results as should have been the case. (More is said 
about this matter of reliability in the following division of the 


report. ) 
V. OBJECTIVE TEST SCORES IN RELATION TO GRADES 


A further question of some interest with regard to our con- 
tent tests inquires how well the scores on these objective exami- 
nations agree with grades in the course. To what extent may the 
test scores be viewed as measuring the same achievement as that 
represented in the marks assigned by instructors? How are 
grades, that is, related to measurements of knowledge at the end 
of each quarter and to improvement in knowledge during the 
quarter? 

The answer to the foregoing question can most conveniently 
be given by means of correlation coefficients. The coefficients 
which are given in Table XXII make it clear that the relation- 
ships are not at all close. Grades show practically no agreement 
with our measures of improvement in economic knowledge, and 
they have only a slight degree of correspondence with the scores 
representing performance at the close of the several quarters 
and of the year. 

The conclusion appears inescapable that the present set of 
objective tests does not afford a substitute for whatever bases of 
grading are now being used. Furthermore, if the grades serve 
their purpose reasonably effectively or if they constitute reason- 
ably satisfactory measures of accomplishment, then test scores 
of the kind obtained do not. 

The lack of closer agreement may be due to the unreliability 
of the grades or of the test scores or both, or it may mean that 
they simply are measures of different things. We have made no 
special study of the reliability of the present grades, but if one 
can judge from other inquiries it is safe to assume that school 
marks at best are not especially reliable or consistent measures 
of what they ostensibly measure. The grades we are dealing 
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with, however, should compare very favorably with most college 
marks, by reason of the uniformity of course content and pro- 
cedure, the frequency of written papers used as a partial basis 
of grading, and the instructors’ awareness that their grades 
would be utilized in the present study of test results. 

The reliability of the objective tests has been determined by 
correlating scores on the two halves of the blank and then ap- 
plying the Brown-Spearman formula. The results are disap- 
pointing (Table XXIII gives the coefficients), though only Ex- 
amination B (which consisted of but ten items) is extremely un- 
reliable. 

While the unreliability of these tests and also the assumed 
unreliability of the grades will go far toward accounting for the 


TABLE XXIII 
RELIABILITY COEFFICIENTS FOR ACHIEVEMENT TESTS 














Initial Test Final Test 
Examination A.......... . 76 -74 
Examination B.......... .08 57 
Examination C.......... . 60 . 68 
Examination D.......... . 56 .62 








poor agreement found in this and the preceding section, it is 
highly probable that unreliability of the measures is not the sole 
explanation. It is to be noted that test scores from one quarter 
agree more closely with test scores of another quarter than do 
test scores and grades from the same quarter. And the same is 
true of the agreement between grades of different quarters. This 
suggests that the poor correlations between the content tests and 
grades is partially due to their being measures of different things. 
Grades are doubtless based upon a variety of considerations 
other than the students’ knowledge—and it is especially doubt- 
ful whether improvement plays much part in the grades of most 
instructors. 

Particularly significant for further inquiry is the question 
whether the discrepancy between test scores and grades is due 
to a failure of the former to get at ability to do independent 
thinking in the field of the course—ability to organize and use 
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the knowledge represented. The charge that objective tests fail 
in this direction is one of the most serious criticisms brought 
against them. Several investigators have confidently concluded 
that the criticism is unfounded, but in the opinion of the writer 
the question is one to which a great deal more study may well be 
devoted. 


VI. DIFFERENCES IN TEST RESULTS FROM ONE SECTION 
TO ANOTHER 


The most striking fact about the test scores of different sec- 
tions is their uniformity. None of the differences found can with 
great assurance be ascribed to anything more than chance er- 
rors of sampling. This is true of initial scores, final scores, and 
improvement scores on both the content tests and the attitudes 
test. 

The average scores by sections are given in Tables XXIV, 
XXV, and XXVI. These data must be presented separately for 
the three quarters of the year’s work, since considerable shifting 
occurred from one section to another at the close of each quarter. 

In all the tests, small differences are present among the sec- 
tion averages. The sections farthest separated in each instance 
show differences of about five times the probable error of the 
difference—but these are the extremes. Most of the compari- 
sons of one section with another reveal differences of doubtful 
statistical significance. Moreover, there is little or no agreement 
in the standing of the sections on different tests or in amount of 
improvement, which fact adds to the impression that the differ- 
ences are fortuitous. No general tendency exists for the sections 
to become more alike or more unlike as a result of the quarter’s 
instruction. In all the comparisons, moreover, no considerable 
consistency appeared between the different sections of the same 
instructor. 

What interpretation shall we place upon these findings? One 
answer that springs to mind is: If the tests show almost no dif- 
ferences in accomplishment from section to section and from in- 
structor to instructor, the worse for the tests! At least one is 
tempted to this rejoinder if the naive conclusion is drawn that 
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apparently good teaching counts for naught. It may very well be 
true that our tests fail completely to measure certain highly im- 
portant products of instruction—interest in the subject matter, 
attitudes toward knowledge in general, added keenness and in- 
dependence of thought, and so on. But the tests do measure 
something, even though inaccurately and with crudeness. The 
content examinations give an indication of the students’ acqui- 
sition of new bits of information and new principles, of terms 
and concepts and points of view. The attitudes tests throw a 
little light on the direction of opinion changes. With regard to 
these matters of knowledge and attitude that are measured by 
the tests, the results show remarkably little effect of differences 
in instructors. This absence of any marked superiority or in- 
feriority of results by classes or instructors does point to the 
conclusion that whatever the good teacher accomplishes, as con- 
trasted with the less able teacher, it is not the kind of thing 
sampled by our objective tests. This in turn leaves us with the 
dilemma: Either (a) tests of the sort here dealt with do not 
measure the chief accomplishments of good teaching, in which 
case it behooves us to scrap the tests and try to devise more ap- 
propriate ones, or at least to supplement the present tests; or 
(6) if the tests do measure reasonably well what we seek to 
accomplish in the course, then within rather wide limits the qual- 
ity of instruction is relatively inconsequential. In the opinion 
of the writer the need is for the supplementing and improving of 
our tests, so that we may get at the more intangible products of 
effective teaching. 

As usual, qualifications need to be added. The present data 
are not extensive; they must be supported by further evidence. 
The tests used were far from adequate even for measuring what 
they purported to measure. The course followed a syllabus used 
by all instructors—which perhaps served as a leveling influence 
on the instruction. The instructors were not chosen to represent 
varying degrees of competence (though the writer has no doubts 
at all, on the basis of his personal knowledge of the men, that the 
group did include a few exceptionally able teachers and a few of 
mediocre ability). Such qualifications are to be kept in mind, 
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but they do not seem to the writer to endanger greatly the main 
point of the conclusion earlier stated. 


VII. OPINIONS OF STUDENTS CONCERNING THE COURSE 


In addition to the test results which have been described, 
reports were secured from students concerning their reactions to 
certain features of the course. A questionnaire consisting of 
some fifteen to twenty questions, each answerable by a simple 
numerical response, was used just before the close of each quar- 
ter. Students were assured that their replies would be treated 
quite impersonally and that the instructors and administrative 
officers would at no time see the individual responses. All stu- 
dents not absent on a given day responded. The data themseives, 
and the later statements of students in conversation with me, 
apparently justify the belief that the reactions were on the whole 
frank and serious. Nevertheless, questionnaire results are ques- 
tionnaire results, and the present material is subject to the usual 
limitations and uncertainties of such data. 

A summary of the responses to the questionnaire items is 
contained in Table XXVII. 

The more significant results from the questionnaire are con- 
sidered in the following paragraphs. The items are dealt with in 
numerical order: 

1. About nine-tenths of all the students express “consider- 
able” or “great” interest in the course. The responses are quite 
similar for the three quarters. Marked differences occur among 
the several sections in each quarter, but there is very little con- 
stancy in the relative favorableness of the responses for a given 
instructor’s sections in successive quarters. The results suggest 
that an instructor may be far more successful in interesting some 
classes than others, and that he may stand decidedly better in 
comparison with other instructors on certain parts of the course 
than on other parts. No relationship was found between the 
standing of the sections in interest and their rank in accomplish- 
ment as measured by the tests. Only a very slight relationship 
appeared between the ability of individual students and the de- 
gree of interest they expressed. “Very great” interest was a little 














TABLE XXVII 


SUMMARY OF ANSWERS TO QUESTIONNAIRE IN THE Economic OrDER CouRSE 
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PERCENTAGE OF STUDENTS GIVING 








CH ANSWER 
QUESTIONS 
Aut. >. Wint. Qr. Spr. Qr. 
(316 Students)| (205 Students) /(167 Students) 
1. The work of this course has interested me: 
SC rr ee 31 26 33 
ee EES cis atencevawewwawd 58 62 54 
Fe Es bs kina ydrkececuaines menwn 10 12 13 
| REESE Re Perera I ° ° 
2. The amount of time spent on this course as 
compared with other courses I have had 
was: 
(1) Far more than average............ II 5 4 
(2) Somewhat more than average.... .. 33 30 32 
i acaduwiannesacauescedsue 48 55 54 
(4) Less than average................ 8 10 10 
3. How much time did you devote to this 
course each week (other than time in 
class)? (Answer by stating number of} 8.8 hrs. 7.6 hrs. 8.0 hrs. 
A Se ers (median) | (median) | (median) 
4. The amount of required reading was: 
Se rere II II 8 
(2) Somewhat more than desirable... . . 55 48 54 
Sy 0 Fre ererrerrre 34 41 38 
5. The introductory paragraphs given in the 
syllabus, for each section of the course, 
were: 
(x) Extremely helpful................ 32 55 52 
(2) Of considerable help.............. 42 35 32 
fie SE MN oc ascscneeseasees 23 9 13 
OR 0 ae re 3 I 3 
6. The lists of questions given in the syllabus 
were: 
(1) Extremely helpful................ 30 23 19 
(2) Of considerable help.............. 48 48 51 
“eo” rr re 18 24 25 
OF EE ee 4 5 5 
7. The lists of questions are: 
og a viding ns ean een 13 14 15 
(2) Somewhat too long............... 42 4° 45 
(3) Satisfactory in length............. 45 46 40 
RS OS Aree (. 3) ° ° 
8. Class discussion was engaged in: 
re eee 10 10 10 
(2) In satisfactory amount............ 77 80 87 
OS eer 13 10 3 
9. Most of the class discussion was: 
(1) Extremely valuable............... 42 31 35 
(2) Of considerable value............. 43 52 47 
rere 14 16 15 
I eb I I 3 


10. What part of the total class time was 








taken up with formal lecturing by the in- 
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TABLE XXVII—Continued 
PERCENTAGE OF STUDENTS GIVING 
Eacu ANSWER 
QUESTIONS 
Aut. Qr. Wint. Qr. Spr. >. 
(316 Students)|(205 Students)|(167 Students) 
10.—Continued 
structor? (Answer by stating the percent- 28% 25% 20% 
SELES: (median) | (median) | (median) 
11. During how large a part of the total class 
time did the instructor do the talking (in- 
cluding both formal lecturing and also 
formal talking)? (Answer by stating the} 56% 59% 50% 
percentage of time so spent)............ (median) | (median) | (median) 
12. The usual order of my studying was: 
(1) Introductory paragraphs and ques- 
tions of the syllabus, first......... 32 39 32 
(2) Introductory paragraphs but not the 
eS re 23 30 28 
ee ce ween nsioaee's 42 28 31 
(4) Some other alternative............ 3 3 9 
13. The course has left me: 
(1) More disposed toward business as a 
CIEE 6 oc siveccccccccscccscnveses 5° 46 36 
(2) Less favorably disposed........... 2 8 4 
(3) Unchanged in my attitude........ 48 46 60 
14. The course has left me: 
(1) More in favor of extensive changes 
in our economic organization ...... 48 30 34 
(2) Less in favor of such changes. ..... 18 20 22 
(3) Unchanged in my attitude........ 34 5° 44 
15. The course has left me: 
(t) With a stronger desire to continue 
the study of economics and other 
NS 6. cba wiain Ww wweercese 74 59 53 
(2) With less desire to continue such 
RS ahi ae ea ake dia leg a ae 7 12 8 
gS errors 19 29 39 
16. (Winter) The work in the Economic Order 
course during the present quarter as com- 
pared to the work of the Autumn Quarter, 
interested me: 
a a i a i a ad a hl Eg Sear 
reat nx diidldiaieratsn ous isis Rl ee wie Kies  Bicwscacevac 
NS EEA ETRE ETE "ae. Seo 
17. (Winter) The work in the Economic Order 
course during the yas quarter com- 
pared to the work of the Autumn Quarter, 
impressed me as: 
6) SE ee, ee a Seine 
EE Eee Soar ES Cee 
eee Sener a, See 
16.* (Spring) I was most interested in the work 
of the Economic Order course in: 
Oe ND os ona wcnen Ee naebatanctewsiaeecwels 16 
ee eeeore. Hane ee 44 
Ee Seen. Serene ren 40 

















* Duplication. 
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PERCENTAGE OF STUDENTS GIVING 
ACH ANSWER 
QUESTIONS 
Aut. Qr. Wint. Qr. Spr. Qr. 
(316 Students) (205 Students) (167 Students) 
zy.” (Spring) I was least interested in the work 
of: 
ON EEE EE: See ee 48 
ie i EEE ers See. Eine Seen 26 
Ob 3...) SR See een 26 
18. (Spring) In my opinion the work was of 
most value in: 
OS TE eS, ane re 7 
9 Sa eae 66 
or Sree ene 27 
19. (Spring) In my opinion the work was of 
least value in: 
EE SE Seer nn 53 
i cc nendcdeeicbcadecaibaenwenwas 16 
OR 8 0 Ee eee eee 31 
20. (Spring) What particular topic in the (Answers 
entire three quarters’ work interested you are given 
SE weeddhvadéapayuncsteenvheaneebcalbeuskcacuk bp enereadkd in the 
discussion) 
21. (Spring) Do you plan to take further 
courses in economics? 
ORR Er ern, STON nemer. Mr MeNre mm eranee 78 
cache site tt eben a teciows isaseaenk Asia. cetaen ee 22 














* Duplication. 


more frequent among the students who made high test scores 
and who received good scholastic grades than among those of 
average and low standing. 

2 and 3. About half the students stated that the time spent 
on the course was “average”; only about one-tenth said “less 
than average.” The average number of hours spent per week on 
the course outside the classroom was reported to be 8.8 in the 
Autumn Quarter and somewhat less in the following quarters. 
The intersectional comparisons indicate that the results from 
questions 2 and 3 are reasonably consistent with each other and 
that some of the sections (sections of certain instructors, that 
is) remain rather consistently high or low through successive 
quarters. The lack of uniformity in the time requirements by 
different instructors is worthy of note. However, no correlation 
was discovered between the time spent by students of given sec- 
tions and the average increase in knowledge in those sections. 
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Nor is there any significant relationship between the amount of 
time individual students devote to the course and their grades or 
test scores. Those who work only a few hours a week succeed as 
well apparently as others who spend fifteen or twenty hours. 
The former, moreover, are not more intelligent as measured by 
tests, but they do have a little more economic knowledge to begin 
with (though no greater proportion of them studied economics 
in high school). 

4. About two-thirds of the students say that the amount of 
reading is too great. The differences from quarter to quarter are 
not large, and the responses by sections are not very consistent. 
No significant correlation exists between the achievement of the 
sections and their replies to item 4. The responses to this ques- 
tion taken in conjunction with those given on items 2 and 3, 
probably mean that much of the required reading was slighted. 
Otherwise the students would be saying in substance that seven 
or eight hours of preparation a week is too much time to devote 
to a course. 

5. The introductory paragraphs in each section of the sylla- 
bus are very generally approved. One-third of the students in 
the Autumn Quarter and over one-half in the winter and spring 
quarters say “extremely helpful” or “of considerable help.” Less 
than three students in one hundred answer “not helpful.” 

6. The questions of the syllabus are considered only a little 
less helpful than the introductory statements. The trend of re- 
sponses to questions 5 and 6 is interestingly different. The para- 
graphs of the syllabus are more generally voted helpful in the 
winter and spring quarters than in the autumn, while the ques- 
tions are less favorably considered in these later questions. 
About 5 per cent of the students say the syllabus questions are 
“not helpful.” 

7. Slightly more than one-half of the students consider the 
lists of questions in the syllabus too long. Only one student in 
one quarter said the lists are too short. However, the results in- 
dicate that the students do not react nearly as unfavorably to 
rather large numbers of questions as had been feared might be 
the case. 
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8. From three-fourths to nine-tenths of the students say 
that the amount of class discussion was satisfactory. The class- 
room work is apparently reasonably good in this respect, though 
a few sections are distinctly poorer than the others. No consist- 
ent relationship is shown between the standing of sections with 
respect to amount of discussion and the standing in interest 
(question), or the standing in terms of increase in knowledge as 
measured by the tests. 

g. Class discussions were considered “extremely valuable” 
by about one-third of the students, and “of considerable value” 
by about one-half. Only a few scattered votes were cast for “of 
no value.” Fairly large differences appear among the several 
sections and these variations run more or less consistently for 
sections of the same instructor. Section standings in “value of 
discussions” are not consistently correlated with interest in the 
course (though in two of the three quarters this correlation is 
fairly good) nor with accomplishment as measured in the objec- 
tive tests. 

ro and 11. According to the students’ estimates, instructors 
spent on the average about one-fourth of their time in formal 
lecturing and a little over one-half in formal and informal talk- 
ing. The percentages do not change greatly from quarter to 
quarter. There are marked differences from section to section 
(rather consistent for given instructors), but again these varia- 
tions show no significant relationship to interest in the course or 
to improvement in knowledge. A fair-sized negative correlation 
does occur, however, in all three quarters between the time the 
instructor talks and the knowledge of students at the end of the 
quarter (r’s are —.62, —.75, —.55). This result suggests that 
the discussion method produces greater knowledge than does 
lecturing, but against this conclusion the fact stands that no cor- 
relation was found between the instructors’ talking time and the 
improvement in their respective sections. The data point to a 
possible reversal of the interpretation mentioned: possibly in- 
structors talk less themselves when they find that the class has a 
fairly good background of knowledge. This notion is supported 
by the fact that negative correlations parallel to those just re- 
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ported, but lower, are found when scores on the content tests at 
the beginning of the quarter are used. 

12. The plan of study which was considered most desirable 
and effective for students (introductory paragraphs and ques- 
tions in the syllabus, followed by collateral readings) was fol- 
lowed by about one-third of the students, according to their re- 
plies to the questionnaire. An additional one-fourth made use of 
the introductory paragraphs, but not the questions, at the be- 
ginning of a study assignment. From 30 to 40 per cent report 
going directly into their readings, : ‘using whatever preliminary 
help the syllabus might give. As far as our measured results re- 
veal these students suffered no handicap, for we find no signifi- 
cant differences in grades or content-test scores associated with 
the different plans of study. 

13 and 14. On both these questions asking students about 
their changes in attitude, not far from half reported “un- 
changed.” The changes that did occur were preponderantly fa- 
vorable toward business as a career and toward economic change. 
About one-fifth of the students, interestingly, express themselves 
as being less in favor of extensive change. The responses by sec- 
tions again show distinct variations and these remain fairly con- 
sistent from quarter to quarter. Individual replies showed no 
significant relationship to intelligence test scores nor to radical- 
ism-conservatism scores on the attitudes test. 

15. Somewhat more than half the students state that the 
course has made them more desirous of continuing the study of 
economics and other social sciences. About one-third report 
their attitude unchanged. Responses in the first quarter are 
more favorable than those of the later quarters. There is little 
consistency in the sectional variations. No clear relationship 
appears between the standing of sections in their influencing the 
student to desire further study and their standing in any of the 
other points which might be expected to be associated with this 
variable. The responses by individuals show a slight tendency 
for the better students to report themselves more disposed to- 
ward further study. Thus, the percentages of “A” students in 
the three quarters who express a “stronger desire to continue” 
are 89, 74, and 71 as compared to 74, 59, and 53 for all students. 
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16 to 19. The questions which asked students to compare 
the work of the three quarters brought to light a fairly definite 
trend of opinion. The Autumn Quarter is considered distinctly 
less interesting than the other two quarters, and it is even more 
unfavorably reacted to with respect to its value. The winter and 
spring quarters are voted about equal in interest, but the winter 
is thought to be decidedly more valuable. The answers to the 
several questions fit together quite consistently. 

20. Students mentioned a widely assorted list of topics when 
asked to state which parts of the course “interested you most.” 
If we group the answers somewhat, and list the topics most fre- 
quently mentioned, the following items appear (in the order of 
their frequency): Social control, finance, labor, market co-ordi- 
nation, production, specialization, economic theory, internation- 
al trade, historical development of the economic order. Good 
students and poor students seem to have differed very little in 
the topics selected. The answers indicate, however, that eco- 
nomic theory is noticeably more popular with the better stu- 
dents. 

21. In response to the final question (given only in the 
Spring Quarter) 78 per cent of the students stated that they 
were planning to take further courses in economics. The stand- 
ing of the sections on this item agrees closely with their standing 
on the parallel issue raised in question 15, and rather closely also 
with interest in the course (question 1) and with high valuation 
of class discussions (question 9). The standing here is not sig- 
nificantly related to the amount of talking done by the instruc- 
tor. Extremely little difference in ability and scholarship is 
found between the group of students answering “yes” to the 
question and those answering “no.” The only difference appears 
to be that among the very high-grade students, as compared 
with the general run, a trifle larger percentage of answers are in 
the affirmative. 


VIII. SOME TENTATIVE CONCLUSIONS REGARDING THE COURSE 
AND THE FURTHER USE OF TESTS 


The conclusions arrived at in the preceding sections of this 
report may be briefly recapitulated as follows: 
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1. Almost all students showed some improvement in their 
knowledge of economics, while many of the students improved 
greatly. Marked increases in the percentage of correct answers 
occurred on well over half of all the test questions. The results 
showed numerous specific points of economic information with 
respect to which the course is producing extensive changes in 
students’ knowledge, and likewise many other points on which 
the course apparently fails to influence any considerable number 
of students. 

The amount of improvement in economic knowledge made 
by individuals bears almost no relationship to differences in in- 
telligence or to grades received in the course. On three of the 
four examinations, students with meager knowledge at the out- 
set improved more on the average than those better informed. 
Both of these relationships suggest the possibility that the mo- 
tivation and opportunities in the course are not altogether satis- 
factory and that the more able and advanced students profit 
less than they might. But the results may be due in considerable 
part to the inadequacies of the tests. Further research is needed. 

2. In the attitudes or opinions of students on economic is- 
sues as well as in their knowledge, fairly extensive changes are 
registered. The percentage of students expressing agreement 
or disagreement with particular statements in some instances 
increases by twenty or thirty points during the year. On many 
other issues the change is slight or even absent. Students re- 
versed their opinions (“agree” to “disagree” or vice versa) on 
eighteen of the ninety-four items, on the average. 

The changes in general were very slightly in the direction of 
less uniformity, fewer “undecided” responses, and greater lib- 
eralism or radicalism. A tendency exists for the students who 
are more “atypical,” more “undecided,” and more “radical” at 
the beginning of the course to continue so at the end, but the 
correlations indicate considerable individual shifting. The dif- 
ferent attitudes scores show no close relationships to intelligence 
test scores, scores on tests of economic knowledge, and bits of 
personal data about the students (sex, religion, age, etc.). In part 
the absence of agreement is due to unreliability of the attitudes 
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scores. A few of the correlations, however, suggest possible re- 
lationships that should be further studied. 

3. Predictions of individual achievement in the course can 
be made with only a slight degree of success on the basis of the 
test scores and other information available at the beginning of 
the course. High-school averages furnish a little better basis for 
predicting the grades of students in the economics course than 
do the objective tests. Grades and test scores at the end of the 
first quarter give somewhat better indications of achievement 
through the remainder of the year than do any of the data avail- 
able at the outset. Doubtless the predictive possibilities of the 
tests can be improved, as there was clear evidence that many 
items of the tests were unsatisfactory and that the test scores 
as a whole were not sufficiently reliable. 

4. Grades in the Economic Order course show practically 
no agreement with the measures of improvement in economic 
knowledge, and they have only a slight degree of correspond- 
ence with the scores representing performance at the close of the 
several quarters and of the year. The lack of closer agreement 
is due in part to the unreliability of the test scores and grades, 
but in part it is probably due also to the fact that objective tests 
like those used in this study fail to measure some of the intellec- 
tual and emotional traits which significantly influence grades. 
The present inquiry yields no evidence regarding the relative 
merits of the test ratings and the grades nor of the possibility of 
developing tests of a less restricted sort. 

5. The different classroom sections were remarkably uni- 
form in their test scores in all three quarters. None of the varia- 
tions can very safely be ascribed to anything more than chance 
errors. This is true of initial scores, final scores, and improve- 
ment scores on both the content tests and the attitudes test.. It 
is suggested that the probable interpretation of these findings is 
not that the quality of instruction is relatively inconsequential 
but that tests of the kind used fail to bring out some of the most 
significant products of effective teaching. But the conclusion is 
a little startling, even though it applies only to the sort of 
achievement that the tests do measure. 
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6. A number of interesting points come to light in the analy- 
sis of responses to our questionnaire which inquired into stu- 
dents’ reactions to various features of the course and instruction. 
However, none of the findings stand out sufficiently to jus:ify 
special mention. Replies to the questions were on the whole 
quite favorable to the course. In general, little support was 
found for the belief that marked relationships would be found 
among such variables as interest in the course, amount of time 
spent in study, grades and achievement test scores, method of 
using the syllabus in preparing assignments, amount of time 
spent in class discussion, reported changes in attitude, and so on. 


We opened this report with the statement that “the prelimi- 
nary and experimental character of this initial test work was 
well recognized.” Sufficient reason for this emphasis has ap- 
peared in every one of the preceding sections. The work and the 
results surely leave a great deal to be desired. Nevertheless, it is 
hoped that as a preliminary and exploratory inquiry in a field 
where developments are so much needed, the study is not with- 
out value. 

Looking to the future, we may draw several suggestions 
from the work that has been reported here. We would mention 
especially the following points: 

1. It is important to decide more clearly what the primary 
goals or objectives of the course are, in order that we may know 
what we are to try to measure. One of the chief values of tests 
is that they force this definite formulation. In large measure the 
objectives may be defined and set forth by means of the tests 
themselves. The knowledge and ability called for in the tests 
may well become the statement of what the course is expected 
to produce. Thus far, insufficient attention has been given to 
this problem of how well our tests represent what we would set 
as course objectives. 

2. In all probability the carrying out of the foregoing will 
mean the development of new kinds of tests to supplement the 
ordinary type. Certain of our findings, such as the very slight dif- 
ference in test scores between sections and the slight correspond- 
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ence between test scores and grades, indicate that some impor- 
tant features of students’ accomplishment are not tapped by our 
content tests. It seems worth experimenting with other tests aim- 
ing to measure ability to organize material in the field, to see and 
solve problems, to react critically, to use the knowledge and skill 
acquired. Perhaps tests may likewise be devised to get at scien- 
tific attitude, originality in the field of the course, etc. 

3. Much may be done in improving the present tests as well 
as in developing new forms of examination. Items which have 
given poor results need to be revised or eliminated; many new 
points need to be covered. The test material should be classified 
to correspond with the divisions of the course content. 

4. Analysis of results along the lines which have been fol- 
lowed should be continued. A few especially interesting rela- 
tionships have come to light which need to be supported by fur- 
ther data, and further interpreted (e.g., the inverse relationship 
between initial knowledge and amount of improvement; or the 
relationship between intelligence scores and “undecided” re- 
sponses ). 

5. Finally, certain more detailed analyses of results are 
needed if the test material is to be of greatest usefulness in im- 
proving the course. If all the major elements of content and 
point of view of the course are sampled in the test, as should be 
the case, it would be extremely valuable to make analyses of test 
responses by items and classes of items. This will show just 
where the course is succeeding and where it is failing to produce 
the desired results. The analysis will be all the more valuable if 
made by sections rather than for the group as a whole. An in- 
formal scrutiny of our present data showed that real differences 
do occur from section to section in both the content and atti- 
tudes tests. Findings from these sectional tabulations of re- 
sponses to test items would be of special interest and value to the 
individual instructors, showing at precisely what points their 
teaching had succeeded or failed. It is not impossible that this 
type of study will eventually constitute the clearest field of use- 
fulness for the tests. 


ARTHUR W. KORNHAUSER 
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NOTES 


During the summer of 1928 Louisiana State University organized 
a college of commerce, offering a four-year undergraduate course in 
Economics and Business Administration, leading to the degree of 
Bachelor of Science in Commerce. The College was opened at the be- 
ginning of the fall session with more than twice as many students as 
was expected. 

The new College has its quarters in the Boyd Memorial Hall, a 
two-story, fireproof building, erected on the new campus of the Uni- 
versity in honor of Colonel David French Boyd, president of the 
University for many years. The full staff for 1928-29 is as follows: 

James B. Trant, Ph.D., dean and professor of banking; formerly 
head of the Department of Banking and Finance, University of Texas. 

W. Mackenzie Stevens, Ph.D., professor of marketing and statis- 
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tics; formerly head of the Department of Marketing at the University 
of Maryland, and specialist on marketing, United States Department 
of Agriculture. 

T. N. Farris, M.A., professor of economics. 

Justine Mendelsohn, M.A., professor of accounting. 

Irby C. Nichols, Ph.D., professor of mathematics of investment. 

Richard J. Russell, Ph.D., associate professor of economic geog- 
raphy and history; formerly associate professor of geography at Texas 
Technological College. 

John E. Uhler, Ph.D., associate professor of business English; 
formerly in charge of business English, Johns Hopkins University. 

Joseph G. Mayton, M.A., assistant professor of transportation 
and foreign trade; formerly special investigator on finance, United 
States Department of Commerce. 

Roy L. Thompson, M.S., assistant professor of agricultural eco- 
nomics. 

Emory K. Johnston, M.A., assistant professor of advertising; for- 

merly instructor in advertising, University of Missouri. 

Wyatt A. Pickens, M.A., assistant professor of commercial Span- 
ish; formerly at Harvard University. 








BOOK REVIEWS 


Accounting Method. By C. Rurus Rorem. Chicago: Universi- 
ty of Chicago Press, 1928. Pp. xvii-+-596. 

Two questions are certain to be asked regarding any new textbook 
in accounting: (1) Does it present any new material not included in 
previous works? (2) Does it utilize a new method of approach to the 
subject? Mr. Rorem’s book furnishes no great amount of new mate- 
rial, although offering a particularly good selection of the recognized 
material, but it does offer an approach to the problem of accounting 
technique which, if not entirely new, is at least a distinct improvement 
on the somewhat haphazard sequence of presentation followed by 
many authors in this field. 

The development of accounting theory from the fundamental bal- 
ance-sheet equation is unquestionably sound, and the logical and or- 
derly manner in which Mr. Rorem expounds these basic principles is 
admirable. His entire discussion is thoroughly scientific in character; 
he sees the intricate relationships and meanings clearly and explains 
them in understandable fashion. The treatment of important points 
of theory and practice is sound, and, except for some overemphasis on 
bookkeeping technique, the discussion is well balanced and in good 
proportion throughout. 

The chief fault of the text is one common to practically all of its 
kind: namely, that the author seems to feel an obligation to carry the 
student through an extended drill on practically all features of ac- 
counting technique, plus a long discussion of theories and principles 
of valuation, before devoting any considerable attention to the analy- 
sis and interpretation of accounting results. Many students—a ma- 
jority of those in accounting classes today—want to know what ac- 
counting is for and how it is used fully as much as they care to learn 
what the different accounting records are and how they are main- 
tained. The writer of this review would be the last to suggest that in- 
telligent analysis and interpretation are possible without a reasonable 
conception of the underlying technique, but, as a matter of teaching 
method, it seems obvious that the value of the results to be obtained 
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should be constantly stressed as an accompaniment to the explana- 
tions of various technical points, either simple or complex. 

From the standpoint of fundamental soundness of method and of 
logic and clarity in explanation, Mr. Rorem’s book is probably the 
best elementary text which has yet been published. This reviewer 
feels, however, that it is not nearly so good a book as might be written 
by an author who would approach the subject with the same degree of 
understanding which Mr. Rorem shows and a totally fresh point of 
view as to what are essential and what are unimportant features of 


elementary accounting training. Beene ¢° Gn 
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Auditing Theory and Practice. By R. H. MONTGOMERY. New 
York: Ronald Press Co., 1928. Pp. vi+859. 

Auditing Theory and Practice, now in its fourth edition, regards 
the field of public accountancy as covering more than the technique of 
verifying double-entry records. The author writes as a business econ- 
omist and philosopher, with minor emphasis on auditing procedure. 
Much of the book concerns itself with the theory and practice of ac- 
counting valuation, a task which the accountant has been performing 
for better for worse since the profession of public accountancy was de- 
veloped. The author speaks in the confident, informal manner which 
becomes a man with his experience. 

Mr. Montgomery considers it absurd for business judgments to be 
subordinated to inflexible accounting dogma. “There must be some 
connection between good business practice and good accounting prac- 
tice.” He states that the cost-or-market rule should set the standard 
for good accounting practice “under normal conditions,” but devotes 
twelve pages to citing the numerous abnormal conditions encountered 
in practice. He points out both the advantages and limitations of the 
cost-less-depreciation rule in fixed-asset valuation. On page 206 he 
says, “depreciated cost is, after all, a historical record rather than a 
measure of present-day value. Cost is only an incident. The value of 
an asset to a business is measured solely by the value of the use.” He 
is willing to permit the recognition of appreciation in the accounts, 
provided the adjustments are explicitly mentioned in the balance sheet 
and income sheet, and not merged with the other data reflecting nor- 
mal business operations. 
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The author declares that he is opposed to the theory of “interest 
as a cost” of production, and sets out to disprove it. His arguments 
against the theory really turn out to be a warning against the practice 
of indiscriminately including interest calculations in the double-entry 
records. As a matter of fact, Mr. Montgomery is well aware of the 
importance of recognizing interest on investment in the making of 
business decisions, which is the central fact in all the discussion of the 
question. Many interest-as-a-cost defenders have injured their own 
case by being drawn into arguments concerning the technique of re- 
cording the interest element in the accounts. 

The chapters dealing with the “Balance Sheet Audit” and the 
“Income Account” should be read by all business men who have occa- 
sion to study financial statements. They reveal the accounting reports 
as estimates based on human judgment rather than unanswerable 
dogma, and tend to develop a healthy skepticism necessary to the 
intelligent utilization of financial data. 





